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TRANSPARENCY AND FUNDING OF 
STATE AND LOCAL PENSION PLANS 


THURSDAY, MAY 5, 2011 

U.S. House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Oversight, 

Washington, DC. 

The Subcommittee met, pursuant to call, at 9:30 a.m., in Room 
1100, Longworth House Office Building, Hon. Charles Boustany 
[Chairman of the Subcommittee] presiding. 

[The advisory announcing the hearing follows:] 


( 1 ) 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON OVERSIGHT 

FOR IMMEDIATE RE T, EA SE CONTACT: (202) 225-1721 

Thursday, April 28, 2011 

OS-3 

Boustany Announces a Hearing on the 
Transparency and Funding of 
State and Local Pension Plans 


Congressman Charles W. Boustany, Jr., MD, (R-LA), Chairman of the Sub- 
committee on Oversight of the Committee on Ways and Means, today announced 
that the Subcommittee will hold a hearing on the transparency and funding of State 
and local defined benefit pension plans. The hearing will take place on Thurs- 
day, May 5, 2011, in Room 1100 of the Longworth House Office Building, be- 
ginning at 9:30 a.m. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be from invited witnesses only. However, any individual or organization 
not scheduled for an oral appearance may submit a written statement for consider- 
ation by the Committee and for inclusion in the printed record of the hearing. A 
list of invited witnesses will follow. 

BACKGROUND : 

Many have expressed increasing concern that State and local defined benefit pen- 
sion plans (i.e., “public plans”) have become dangerously underfunded. Based on the 
plans’ own accounting measures, estimates suggest that as of 2009 they faced an 
aggregate shortfall of between $700 billion and $1.3 trillion. Many economists, how- 
ever, have argued that these plans are improperly measuring their assets and liabil- 
ities in a way that significantly understates the true scope of the problem. Indeed, 
several recent studies have concluded that the plans may actually be underfunded 
by more than $3 trillion. 

Growing concerns about the financial health of these public plans have led some 
public officials to suggest that a Eederal bailout of these plans may be appropriate. 
The proposed FY 2012 State budget by Illinois Governor Pat Quinn (D-IL), for ex- 
ample, explicitly suggests that Illinois may seek a Federal guarantee of a new debt 
issuance to cover its unfunded pension plan liabilities. 

In response to concerns about the financial health of these public plans — and 
about possible efforts by State and local governments to secure a Federal teixpayer 
bailout of such plans — Rep. Devin Nunes (R-CA), a Member of the Committee on 
Ways and Means, has introduced the “Public Employee Pension Transparency Act” 
(H.R. 667). This legislation is intended to enhance transparency in this area by en- 
couraging public plans to disclose: (1) various plan funding data using their own ac- 
tuarial assumptions, including a statement of those assumptions, and (2) the fair 
market value of plan assets and the value of plan liabilities using Treasury 3rields 
as the discount rate. While H.R. 567 would not impose any new standards on public 
plans with respect to actual funding requirements. State and local governments fail- 
ing to make the disclosures proposed under the bill would lose their ability to issue 
debt that is tax-preferred under Federal income tax law. Additionally, H.R. 567 pro- 
vides that the United States would not be liable for any obligation relating to fund- 
ing shortfalls in State or local pension plans. 

In announcing the hearing. Chairman Boustany said, “Whether the under- 
funding of State and local pension plans is $700 hillion or over $3 trillion, 
it is a serious concern for workers and retirees, for State and local govern- 
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ments, and for taxpayers in general. The Subcommittee needs to under- 
stand how public plans are currently calculating their assets and liabil- 
ities, not just so we can get a clearer picture of how underfunded those 
plans really are, but also to determine whether there is adequate trans- 
parency in how these plans are reporting their shortfalls. Given that some 
have raised the specter of a Federal taxpayer bailout to cover the un- 
funded liabilities of these State and local plans, it is important for the Sub- 
committee to review this issue and to consider possible approaches to en- 
sure that no such Federal taxpayer bailout is ever needed.” 

FOCUS OF THE HEARING : 

The hearing will focus on the measurement and transparency of funding levels of 
State and local pension plans and will explore whether improvements to those plans’ 
actuarial assumptions — and enhanced transparency in the reporting of the financial 
health of those plans — are warranted. Among the approaches to these issues that 
the Subcommittee will review is H.R. 667. 

DETATT.S FOR SUBMISSION OF WRITTEN COMMENTS: 

Please Note: Any person(s) and/or organization(s) wishing to submit written com- 
ments for the hearing record must follow the appropriate link on the hearing page 
of the Committee website and complete the informational forms. From the Com- 
mittee homepage, http://waysandmeans.house.gov , select “Hearings.” Select the hear- 
ing for which you would like to submit, and click on the link entitled, “Click here 
to provide a submission for the record.” Once you have followed the online instruc- 
tions, submit all requested information. Attach your submission as a Word docu- 
ment, in compliance with the formatting requirements listed below, by the close 
of business on Thursday, May 19, 2011. Finally, please note that due to the 
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de- 
liveries to all House Office Buildings. For questions, or if you encounter technical 
problems, please call (202) 225-3625 or (202) 225-5522. 

FORMATTING REQUIREMENTS : 

The Committee relies on electronic submissions for printing the official hearing record. As al- 
ways, submissions will be included in the record according to the discretion of the Committee. 
The Committee will not alter the content of your submission, but we reserve the right to format 
it according to our guidelines. Any submission provided to the Committee by a witness, any sup- 
plementary materials submitted for the printed record, and any written comments in response 
to a request for written comments must conform to the guidelines listed below. Any submission 
or supplementary item not in compliance with these guidelines will not be printed, but will be 
maintained in the Committee files for review and use by the Committee. 

1. All submissions and supplementary materials must be provided in Word format and MUST 
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised 
that the Committee relies on electronic submissions for printing the official hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. All submissions must include a list of all clients, persons and/or organizations on whose 
behalf the witness appears. A supplemental sheet must accompany each submission listing the 
name, company, address, telephone, and fax numbers of each witness. 

The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY in advance of the event (four business days notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 

Note: All Committee advisories and news releases are available on the World 
Wide Web at http://www.waysandmeans.house.gov/. 
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Chairman BOUSTANY. Welcome to this morning’s Oversight 
Subcommittee hearing on the Transparency and Funding Levels of 
State and Local Pension Plans. According to the Federal, State and 
local levels of government, our country faces a growing burden of 
public debt. Too often, governments have deferred difficult choices 
by pushing obligations off into the future without responsibly sav- 
ing for the day when those obligations are due. 

At the State and local levels, public employees are often prom- 
ised defined benefit pension plans subsidized through the Tax Code 
that guarantee payments down the road. But the numbers suggest 
public employee pensions may be dangerously underfunded. This 
raises critical questions about the promises public employers make, 
how pension liabilities are calculated, and whether greater trans- 
parency is needed to protect the lives and livelihoods of the men 
and women to depend on these pensions as they plan for their fu- 
tures. Millions of State and local government employees participate 
in defined benefit plans. These include many of our most valued 
public servants, firefighters, police officers, emergency personnel, 
nurses and teachers. But too often. State and local governments 
have not kept their end of the bargain and are failing to adequately 
fund employee pensions. 

Though there is argument about how best to calculate pension 
assets and liabilities, it is clear that there is not enough money set 
aside to meet future obligations. Economists estimate the plans 
were underfunded by as much as $3.8 trillion in 2009. The cor- 
responding increases in State and local pension contributions 
threaten to affect all Americans through higher State and local 
taxes and reduce services. 

This hearing will consider how accounting standards differ for 
public and private pensions. There is growing consensus that ac- 
counting standards for public sector pensions encourage State and 
local governments to overpromise, underfund by taking on risky in- 
vestments by discounting guaranteed future benefits against unre- 
alistic rates of return. Unlike private pensions, which are required 
by law to use more realistic accounting standards, public plans are 
held to a lesser standard and suffer from lax accounting methods 
that can hide the magnitude of the problem. Public plans can dis- 
count future liabilities by making risky investments, a practice 
that imposes added risk on the taxpayers according to a new Con- 
gressional Budget Office report just released. 

Of course, some argue that State and local affairs are generally 
not in the business of the Federal Government. But these plans are 
of increasing Federal concern because of our Tax Code which sub- 
sidizes retirement savings and gives preferential tax treatment to 
State and local debt. Furthermore, in our age of public and private 
bailouts, there can be little question to where State and local gov- 
ernments will turn when trillions in pension payments come due. 
And as if to underscore this threat, the recent proposed budget of 
the State of Illinois indicates that the Governor might seek Federal 
guarantees of future debt to cover pension liabilities. 

Finally, we also will discuss H.R. 567, the Public Employee Pen- 
sion Transparency Act, which was introduced by Congressman 
Devin Nunes, a Member of the full Committee. As a condition 
to receiving preferred treatment under Federal income tax law. 
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H.R. 567 requires public plans to disclose funding data and honest 
valuations of plan assets and liabilities. Respecting the rights of 
States and local governments, the bill does not try to tell States 
how to fund or pay pensions, it merely promotes transparency in 
their funding. 

Whether the underfunding of State and local pension plans is 
hundreds of billions or several trillion dollars, it is a serious con- 
cern. With more retirees drawing pensions by the day, and some 
in government already raising the threat of a Federal bailout of 
these public plans, it is critical that the Subcommittee take this op- 
portunity to review the issue and consider how better to protect 
workers and retirees as well as the Federal taxpayer. 

Before I yield to the Ranking Member, Mr. Lewis, I ask unani- 
mous consent that all Members’ written statements be included in 
the record and the recently released CBO-issued brief entitled 
underfunding of State and local pension plans. Without objection, 
so ordered. 

Now I will turn to Mr. Lewis for his opening statement. 

Mr. LEWIS. Thank you. Chairman Boustany, for holding this 
hearing. Last month, this Subcommittee held a hearing to attack 
an organization that represents millions of seniors. At that hear- 
ing, I asked the chairman, “who is next? Who else is on your list?” 
Now, I have an answer. 

This week is Teacher Appreciation Week 2011. Today, Repub- 
licans have set their sights on the teachers who educate our chil- 
dren, police officers who keep our communities safe, and first re- 
sponders in moments of crisis. They paint teachers, firefighters, li- 
brarians and nurses as villains in their quest to widen the gap be- 
tween the rich and the poor. 

Our neighbors are not the villains. They are not the cause of the 
current economic situation. They are simple, hardworking Ameri- 
cans trying to retire with dignity and escape poverty as they age. 

The Republicans have made many arguments to support today’s 
attack. Republicans blame pension plans for State budget short- 
falls. This is not true. States spend less than 4 percent of their 
budget on pension contributions. The Republicans claim that pen- 
sion benefits are too high. This is not true. The average State pen- 
sion benefit is modest; about $20,000 a year. 

The Republicans also claim a Federal bailout may be needed. 
This is not true. The losses in the plan are related to the market 
and the recent recession. The Republicans claim that their solution 
would create transparency. It would not. It would create confusion 
and lead to unnecessary cuts in vital State services. Given the 
facts, I ask myself why are we here today? We both know that 
there is no immediate need for the Federal Government to take ac- 
tion. The committee has been looking at this issue since the 1970s. 

I am also mindful that under the Committee rules of this Con- 
gress, this Subcommittee’s jurisdiction is limited to oversight of ex- 
isting laws. Our jurisdiction does not extend to select revenue 
measures. The subcommittee does report out legislation. Therefore, 
any consideration of House bill 567 would need to take place else- 
where under the regular order of the Committee. 

Based on all of this, I believe today’s hearing is simply a distrac- 
tion from the Republican failure to create jobs. While the American 
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people continue to wait for jobs, the Republicans are playing a dan- 
gerous game with the welfare of women, seniors, and now teachers. 
It is time for the American people to take notice, stand up, and 
speak out. Today, I stand for America’s middle class and State and 
local workers across the Nation. I thank the teachers for all that 
they do. And with that, Mr. Chairman, I yield back my time. 

Chairman BOUSTANY. I thank the Ranking Member for his 
opening statement. 

We will now turn to our panel of witnesses. I want to welcome 
the Honorable Walker Stapleton, Treasurer of the State of Colo- 
rado, welcome sir; Mr. Josh Barro, who is a fellow with the Man- 
hattan Institute for Policy Research; Mr. Jeremy Gold, who pro- 
vides pension finance consulting with Jeremy Gold Pensions; Mr. 
Robert Kurtter, managing director of the U.S. State and regional 
ratings of Moody’s Investors Services; and Ms. Iris Lav, senior ad- 
viser for the Center on Budget and Policy Priorities. 

I want to thank you all for being here today with us. You will 
each have 5 minutes to present your testimony here before the 
Subcommittee with your full written statement submitted for the 
record. 

Mr. Stapleton, you can now begin. 

STATEMENT OF HON. WALKER STAPLETON, 
TREASURER OF COLORADO 

Mr. STAPLETON. Thank you, Mr. Chairman. 

Chairman Boustany, Ranking Member Lewis and Members of 
the Subcommittee on Oversight, thank you for the opportunity to 
testify this morning in support of the Public Employee Pension 
Transparency Act. My name is Walker Stapleton, and I am the 
treasurer of Colorado. 

Before being elected treasurer last November, I spent my entire 
career in the private sector. I am fortunate to have both an MBA 
and a graduate degree in business economics. One of the most im- 
portant duties I have as treasurer of Colorado is to serve as the 
only elected official on the board of our State’s Public Employee Re- 
tirement Association or PERA. PERA has nearly 500,000 members 
including State workers, members of the State judicial branch, 
teachers in our public K-12 and higher education systems, local 
government workers and members of our State Patrol, among oth- 
ers. 

Last year the Colorado legislature passed pension reform legisla- 
tion which accomplished two main objectives: It lowered the cost of 
living adjustment from 3.5 percent to 2 percent, and it raised the 
eligible retirement age of members from 55 to 58 for educators and 
from 55 to 60 for everyone else. These are worthwhile reforms, but 
they unfortunately fell far short of the systematic improvements 
needed in Colorado’s pension system to protect current and future 
retirees as well as Colorado’s taxpayers. 

Let me discuss the lingering and growing challenges facing 
PERA and the key factor that Colorado’s pension reform legislation 
did not address. The system is operating with an unrealistic and 
unachievable rate of return which is now set at 8 percent. In Colo- 
rado’s case, PERA currently maintains an unfunded liability of 
more than 21 billion based on this 8 percent expectation. Of course. 
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if this rate of return is lowered, the unfunded liability becomes far 
greater, and in my view, more realistic and transparent for PERA 
members and Colorado taxpayers alike. The question is whether 
States like Colorado should be in the business of guaranteeing 
market returns. If the answer to this question is no, as I believe 
it should be, then public pension plans like PERA need to start 
adopting rates of return in line with Treasury yields and stop the 
pervasive underfunding of plans. Overestimating a pension sys- 
tem’s expected return is essentially gambling with the financial 
welfare of the next generation of Americans. 

As you may know, Wilshire Associates, a nationally recognized fi- 
nancial consulting firm, recently completed a study of 126 public 
pension plans, including Colorado’s. Wilshire found that not a sin- 
gle plan would meet an 8 percent return expectation over the next 
10 years. In PERA’s case, they have used an 8 percent rate of re- 
turn to claim solvency over 30 years, meaning the only way they 
will achieve an average of 8 percent over the next two decades will 
either be to raise the rate of return even higher, which is fiscal fan- 
tasy, or to require members to contribute more for the benefits that 
they receive. 

It is also worth noting that approximately 25 percent of PERA’s 
portfolio of investments is currently invested in fixed income prod- 
ucts, yielding in the neighborhood of 4 percent, which requires the 
rest of the portfolio to return closer to 10 percent in order to aver- 
age an overall return of 8 percent. The only way to achieve this un- 
realistic return is to take outsized market risk, further exposing 
our public pension plans to more volatility. 

If a default occurs. States, unlike private businesses, cannot de- 
clare bankruptcy and restructure, and taxpayers will be obligated 
to backfill resulting pension liabilities. 

The Public Employee Pension Transparency Act makes a lot of 
sense. While it is not mandatory for States to adopt, it categorically 
states that the Federal Government will not bail out a State’s pub- 
lic pension system. 

This Act increases transparency standards for public pension sys- 
tems. Unfortunately, the Government Accounting Standards Board, 
or GASB, refuses to require this minimum level of transparency 
from public pension plans in its accounting standards. The GASB 
currently does not and will not in the future require plans to dis- 
close the sensitivity analysis of discount rates so that plan mem- 
bers, local government leaders and the public can assess for them- 
selves what the underlying liabilities in these plans may be. 

Greater transparency and better information is important for ev- 
eryone, for the fiscal health of our States, for elected leaders to 
make decisions and for our taxpayers to use when it comes to eval- 
uating the significant liabilities associated with public pension sys- 
tems in this country. 

I strongly support this legislation and am here today to urge 
every Member of this Committee to support the Public Employee 
Pension Transparency Act. Thank you. 

[The prepared statement of Mr. Stapleton follows:] 
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statement of the Hon. Walker Stapleton, Treasurer of Colorado 
Subcommittee on Oversight 
Committee on Ways and Means 
May 5, 2011 


HI 
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Chairman Bousiany, Ranking Member Lewis, and members of the Subcommittee on Oversight; 

Thank you for the opportunity to testify this morning In support of the Public Employee Pension 
Transparency Act My name Is Walker Stapleton, and I am the Treasurer of Colorado. Before being 
elected Treasurer last November, I spent my entire career in the private sector. I am fortunate to have 
both an MBA and a graduate degree in Business Economics. 

One of the most important duties I have as Treasurer of Colorado is to serve as the only elected official 
on the board of our state's Public Employee's Retirement Association (PERA) PERA has nearly 500,000 
members, including state workers, members of the state judicial branch, teachers in our public K-12 and 
higher education systems, local government workers, and members of our State Patrol, among others. 

Last year, the Colorado Legislature passed pension reform legislation which accomplished two main 
objectives: 

■ It lowered the Cost of Living Adjustment from 3,5 percent to 2 percent 

■ It raised the eligible retirement age of members from SS to 58 for educators and from S5 to 60 
for everyone else. 

These are worthwhile reforms but they unfortunately fell far short of the systematic improvements 
needed in Colorado's pension system to protect current and future retirees as well as Colorado's 
taxpayers. 

Let me discuss the lingering and growing challenges facing PERA and (he key factor Colorado's pension 
reform legislation did not address. 

The system is operating with an unrealistic and unachievable rate of return, which is now set at 8 
percent. 

In Colorado's case, PERA currently maintains an unfunded liability of more than $21 billion based on this 
8 percent expectation. Of course, if this rate of return is lowered, the unfunded liability becomes far 
greater - and, in my view, more realistic and transparent for PERA members and Colorado taxpayers 
alike. 

The question is whether states like Colorado should be in the business of guaranteeing market returns. If 
the answer to this question is "NO." as I believe it should be, then public pension plans like PERA need to 
start adopting rates of return in line with Treasury Yields and stop the pervasive underfunding of plans. 
Overestimating a pension system's expected return is essentially gambling with the financial welfare of 
the next generation of Americans. 

As you may know, Wilshtre Associates, a nationally recognized financial consulting firm recently 
completed a study of 126 public pension plans, including Colorado's. Wilshtre found that not a single 
Plan would meet an 8 percent return expectation over the next 10 years. In PERA's case, they have used 
an 8 percent return to claim solvency over 30 years, meaning the only way they will achieve an average 
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of 8 percent over the next two decades will either be to raise the rate of return even higher, which is a 
fiscal fantasy, or to require members to contribute more for the benefits that they receive. 

It is also worth noting that approximately 25 percent of PERA's portfolio is currently invested in fixed* 
income products, yielding in the neighborhood of 4 percent, which requires the rest of the portfolio to 
return closer to 10 percent in order to average an overall return of 8 percent. The only way to achieve 
this unrealistic return is to take outsized market risk, further exposing our public pension plans to more 
volatility. If a default occurs, states, unlike private businesses, cannot declare bankruptcy and 
restructure, and taxpayers will be obligated to backfill resulting pension liabilities. 

The Public Employee Pension Transparency Act makes a lot of sense. While It is not mandatory for states 
to adopt, it categorically states that the federal government will not bail out a state's public pension 
system. This act increases transparency standards for public pension systems. Unfortunately, the 
Government Accounting Standards Board (GASB) refuses to require this minimum level of transparency 
from public pension plans in its accounting standards. The GASB currently does not and will not in the 
future require plans to disclose a sensitivity analysis of discount rates so that plan members, local 
government leaders, and the public can assess for themselves what the underlying liabilities in these 
plans may be. 

Greater transparency and better information is important for the fiscal health of our states - and for our 
taxpayers -to use when it comes to evaluating the significant liabilities associated with public pension 
systems in this country. 

I strongly support this legislation, and am here today to urge every member of the Committee to 
support the Public Employee Pension Transparency Act. 


Thank You. 


(31 
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Chairman BOUSTANY. Mr. Barro, you may proceed with your 
testimony. 

STATEMENT OF JOSH BARRO, WALTER B. WRISTON FELLOW, 
MANHATTAN INSTITUTE FOR POLICY RESEARCH 

Mr. BARRO. Good morning. Thank you, Chairman Boustany and 
Ranking Member Lewis for having me here today to talk about this 
important issue. 

If you are trying to evaluate the pension plan serving a State 
and local government, there are some simple questions you might 
want to ask about it, such as how much do the pensions we provide 
cost? How much do we owe to active workers and retirees? And 
over the next few years, how much more cash are we going to have 
to come up with to make our required contributions into the pen- 
sion fund? 

But if you pick up the comprehensive annual financial report of 
most State and local pension funds in the United States, you will 
either find no answers to these questions or you will find incorrect 
answers to them. 

The recession has been driving pension contributions skyward in 
States and localities all around the country. And many State and 
local governments are currently feeling the need to reform their 
pension systems. Indeed, 18 States enacted some sort of pension re- 
form law in 2010. But because of this lack of useful financial infor- 
mation, many States have made underwhelming pension reforms, 
and a lot of them are even coming back to do a second round of 
reform having just done reform within the last 18 months. 

As a couple of examples of the pressure that localities are feeling, 
Newark, New Jersey, made $37 million in pension payments in 
2009. They had to make $62 million for 2010. San Francisco will 
make $357 million in payments this year, and their city treasurer 
expects that that will rise to $800 million within 2 years. 

So how can the financial disclosures around pension funds be im- 
proved so that State and local law makers have better ability to 
make good choices about pensions? H.R. 567 would make several 
improvements to the way that pension funds make their disclo- 
sures, and there are some additional disclosures that these funds 
should also be encouraged to make. 

The most important change relates to the valuation of pension li- 
abilities using a practice called fair valuation of liabilities, or mar- 
ket valuation, as would be encouraged by H.R. 567. As the CBO 
said in a report just yesterday, fair valuation provides a more com- 
plete and transparent measure of the costs of pension obligations. 
Using a fair valuation method will help States and municipalities 
and their taxpayers and bondholders better understand where they 
stand with regard to pension liabilities. 

States and cities also don’t know what their future outlook looks 
like for the year-to-year cost of pension obligations. Even though 
pension funds the way they smooth their asset returns means that 
we can expect pension contribution rates to keep rising through 
about 2014, because of stock market losses in 2008 and 2009, most 
pension funds are not releasing projections of how those costs will 
move, so municipalities and States can’t do effective budget plan- 
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ning because they don’t know how big those cost explosions are 
going to be. 

H.R. 567 will require a 20-year projection of cash flows which 
will give States and localities better clarity about what their future 
costs will look like. 

There are some additional transparency measures that States 
and localities would be wise to adopt. One, again, relates to asset 
smoothing, that process of gradually recognizing unusual gains and 
losses. Over the last decade, many States and localities, their pen- 
sion funds have made opportunistic changes in the way they per- 
form smoothing, either increasing or decreasing the length of the 
smoothing period to artificially inflate the appearance of financial 
solvency in their funds. 

In one case. New Jersey, such a shift was actually used to justify 
a 9 percent increase across the board in pension benefits that ap- 
peared affordable just because of this accounting trick. States 
should be encouraged to adopt a standardized smoothing practice 
so they do not have the option to game that system. 

Finally, public pension plans do not disclose what is called a nor- 
mal cost of the pension benefits that they are awarding in a given 
year. That is to say, what is the present cost of all the promises 
we made to active workers this year in exchange for their labor? 
This is a standard feature of private sector pension disclosures. But 
you can’t figure out when you look at a public employee pension, 
and it is not the same amount as the cash contribution that is 
being made into a pension fund. For this reason, it is extremely dif- 
ficult to do comparisons of the value of public and private sector 
compensation packages. We don’t really have a good sense now of 
what the pension benefits that public employees are getting are 
worth. 

So why should Congress involve itself in this which is a State 
and local issue? States don’t understand how big a hole they have 
dug for themselves. And in certain States such as Illinois where 
the funding ratio of public plans has fallen to 38 percent, even 
under the current GASB standards which are too aggressive in 
terms of valuing the liabilities, the risk is that eventually you will 
have clamor for a Federal bailout of insolvent State and local pen- 
sion funds that appear to be on the brink of being unable to make 
payments to the State and local employees. It is better to avoid 
that situation now by giving State and local leaders the clarity they 
need to fix their own pension problems so that Washington does 
not h.9.v© to Intor 

Chairman BOUSTANY. Thank you, Mr. Barro. 

[The prepared statement of Mr. Barro follows:] 
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Chainnan Boustany, Ranking Member Lewis, and members of the Subcommittee, good 
morning. Thank you for inviting me to testify today on this important topic. 

Over the last 18 months, alarm bells have started going off in state capitols and city halls 
around the country about the unsustainable costs of public employee pensions. Slate and 
local ofllcials understand the huge crush that rising pension costs are imposing on their 
budgets: as one example, the city of San Francisco exptects its annual pension 
contribution to rise from S357 million in the cuirent year to $800 million in two years. 

Stale lawmakers are responding by passing pension reform laws. In 2010 alone, 18 states 
passed some sort of law to reform its public employee pension sy stem. But as lawmakers 
make important decisions about the future of employee retirement benefits, they arc 
hampered by the lack of transparency in pension funds' financial reporting. 

Reviewing a public pension fund’s Comprehensive Annual Financial Report docs not 
necessarily make it possible to answer basic questions, such as: how much do we owe? 
How much do the pension benefits we provide cost? And how can we expect pension 
contributions to change over the next several years? Without the answers to these 
questions, lawmakers do not know what kind of pension reform their jurisdictions need — 
and relatedly, many recent pension reforms have been underwhelming. 

Overly expensive and insulTiciently funded pension plans are a slate and local problem. 
But Congress can play a valuable role by requiring greater financial transparency by slate 
and local pension funds. The federal government has particular reason to act because of 
the specter that slates with unacknowledged and unresolved pension troubles may 
someday look to Washington for bailouts. 

There are a few key areas in which the federal government should encourage better 
reporting. Some of these transparency ideas arc included in HR 567. 

• Discount rate. Retirement plans use a "discount rate" to convert pension 
or OPEB liabilities due far in the lliturc into a present value. Government 
Accounting Standards Board (GASB) guidance leads plans to use discount 
rales that are unreasonably high. Such rates allow them to understate their 
true liabilities and claim to be better funded titan they really are. Plans 
should additionally report their liabilities discounted at a lower rate that 
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corresponds to the low risk borne by pensioners that they won't be paid. 
Doing this would result in plans' reporting a higher (and more accurate) 
present-value liability and a lower ratio of assets to liabilities (the "funding 
ratio"). 

Smoothing. Most retirement plans do not recognize unusual gains or 
losses on assets immediately. Instead, they recognize them over a period 
of years — most often, five. Unfortunately, some plans have been changing 
their smoothing periods opportunistically: shortening them to recognize 
sharp gains quickly, or lengthening them to delay recognition of losses. 
Doing this allows funds to overstate the value of the assets they hold and 
thus make their unfunded liabilities seem smaller than they actually are. 
Jurisdictions in which plans have taken such steps include New' Jersey in 
the wake of the dot-com stock bubble: and more recently Arizona, Los 
Angeles, South Carolina and West Virginia. Plans should instead use a 
standardized smootJiing period of no more and no less than five years at 
all times. They should also continue to separately report the market value 
of their assets as of particular dates and disclose the funding ratio on both 
a smoothed and an un-smoothed basis. 

Projections. When a pension plan's financial position deteriorates, 
actuaries direct the plan's sponsors (i.c., state and local governments) to 
contribute more money. But because of asset smoothing, it takes several 
years before a protracted decline in stock prices is fully recognized, 
forcing sponsors to deal with the shortfall by increasing their contribution 
rates. Pension fund managers know' that stock-market losses, especially 
the steep ones of recent memory, are very likely to drive required 
employer contributions higher in the coming years, as past losses arc 
gradually recognized. However, because most plans do not issue public 
projections of contribution rates, legislators do not necessarily have fair 
warning of these impending increases. Therefore, pension plans should 
annually issue five-year projections of employer contribution rates, so that 
lawmakers can plan to accommodate rising pension costs in future 
budgets — or enact pension refonns to lower costs. 

Normal Cost. The factors that obscure the aggregate cost of pension plans 
also obscure the cost per employee. Employer contributions are the basis 
for current measures (such as those published by the U.S. Bureau of Labor 
Statistics) of these costs, but they do not represent the full cost, which is 
the present value of the pension credit that employees receive for 
providing sert'ice in the current year. Public pension plans should report 
the market value of this ongoing cost, as private firms already do. This 
figure is the true "cost" of oflering pension benefits, whether it is met with 
cash in the current year or by incurring a liability that will be covered in 
the future. The unavailability of accurate measures of the present value of 
pension and retiree health care benefits paid to public workers has been a 
key problem in answering questions about w'hether or not public 
employees are overpaid compared to similarly-situated private sector 
workers. 



15 


If pension plans adopt disclosure practices as outlined above, state and local 
lawmakers will be easily able to answer the questions I laid out earlier in my 
testimony. This w ill empow er them to take steps to lower the cost of public employee 
pension benefits (if appropriate) and prepare to make room in upcoming years’ 
budgets for rising costs (if necessary' ). It will also provide better infomiation to 
bondholders seeking to evaluate states’ creditworthiness. 

It is up to state and local governments to decide how to structure employee retirement 
benefits and how generous they should be. Greater transparency will not require 
states and localities to make any substantive changes to retirement benefits. However, 
governments should not make pension policy in the dark. It is likely that greater 
transparenev will lead states to enact more aggressive pension reforms by showing 
how burdensome pension costs arc and will become in the next several years. 

Thank you again. I am happy to take questions and comments. 

Further reading; 

Josh BaiTo, “Unmasking Midden Costs; Best Practices for Pension Transparency." 
Manhattan Institute. February 2011. 

Josh Barro, "Good Pension Policy Requires Transparency." The Hill, February 10, 
2011 . 

Josh Barro, “Dodging the Pension Disaster.” National Affairs, Spring 2011. 
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Chairman BOUSTANY. Mr. Gold, you may proceed. 

STATEMENT OF JEREMY GOLD, FSA, CERA, MAAA, PH.D., 
JEREMY GOLD PENSIONS 

Mr. GOLD. Good morning, Chairman Boustany, Ranking Mem- 
ber Lewis and Members of the Subcommittee. Thank you for this 
opportunity to present my views with respect to transparency and 
funding of State and local pension plans. My views are my own and 
do not represent any other persons or organizations. I am an inde- 
pendent consulting actuary specializing in the financial aspects of 
pension plans. I will address the disclosure of the assets, liabilities 
and costs of public pension plans in the context of H.R. 567. 

The disclosures at the heart of H.R. 567 are long overdue, and 
I welcome this bill. H.R. 567 is conceptually right. 

I will suggest three changes that will keep it right in concept and 
make it more useful and efficient in practice. 

The bill calls for two financial measures that are so fundamental 
that they must be made available to every decisionmaker and every 
interested party, the market value of plan assets and the current 
liabilities. 

H.R. 567 requires that the current liability be determined by 
discounting future cash flows using rates of interest derived from 
U.S. Treasury securities. In my written testimony, I quote former 
Federal Reserve vice chair Donald Kohn, who has explained why 
bulletproof promises should be discounted at rates derived from 
bulletproof securities. 

My first recommendation — H.R. 567 calls for averaging Treasury 
rates over 24 months and for segmenting rates for three different 
future periods. These ideas have been borrowed from private pen- 
sion funding law where they are used to reduce contribution vola- 
tility. H.R. 567, however, is not a funding bill. It is a disclosure bill. 
Good disclosure should use the Treasury spot rates at one point in 
time. We cannot spend averaged dollars, nor can we make good de- 
cisions based on liabilities that have been averaged. H.R. 567 calls 
for the fair value of assets at one point in time. The proper com- 
parison liability must be based on spot rates at one point in time. 

The comparison of assets at market and liabilities at spot rates 
answers two questions that cannot be answered accurately in the 
pre-H.R. 567 world. First question — will future generation of tax- 
payers be paying for services provided to earlier generations? Sec- 
ond question — how does this plan’s funding compare to plans in 
other jurisdictions? 

My second recommendation: H.R. 567 calls for extensive projec- 
tions of future statistics that would be expensive and potentially 
uninformative. The subsections calling for these projections should 
be stricken. Eliminating the projection along with the rate aver- 
aging and segmenting should reduce compliance costs to a level 
that I would call modest in the first year and nearly negligible in 
subsequent years. 

My third recommendation: The bill should add a new item which 
will be very valuable and easy to calculate. Mr. Barro just referred 
to it. I call it the current cost. It is the portion of the current liabil- 
ity that has been accrued in the latest fiscal year. Current cost 
asks a third question that cannot be answered in the pre-H.R. 567 
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world: What is the market value of henefits earned hy public em- 
ployees this year? Current costs will make it possible to fairly com- 
pare compensation from jurisdiction to jurisdiction and between 
private and public sector employees. 

In summary, I recommend that we use spot Treasury rates, not 
averaged, not segmented. I suggest the elimination of the 20-year 
projection requirement, and I suggest the inclusion of a defined 
current cost computed on the same basis as the current liability. 
I thank you. 

Chairman BOUSTANY. Thank you, Mr. Gold. 

[The prepared statement of Mr. Gold follows:] 
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Chaiiman Bouslany, Ranking Member Lewis, and Members of the Subcommittee. Thank 
you for the opportunity to present my views with respect to transparency and funding of 
state and local pension plans. My views arc my own and do not represent any other 
persons or organizations. 

I will address the disclosure of financial measurements of the assets, liabilities and costs 
of pension plans sponsored by state and local governments on behalf of their employees 
in the conte.xt of H.R. 567, the Public Employee Pension Transp:ircney Act (PEPTA). 

The disclosures at the heart of lI.R. 567 are long overdue. The management of financial 
enterprises depends on good rmancial information. In the case of public pension plans, 
information is needed to support decisions about benefit levels, funding and investing, 
llie most financially significant of these are decisions about levels of benefits. Pension 
benefits are the deferred portion of total compensation awarded today in return for 
services performed by public employees. The specification of benefits creates the 
dcfeiTcd compensation and dctennincs its cost. 

Funding, i.e. cash contributed to the plan, as important as it is, docs not alter the cost of 
benefits. It docs, of course, determine whether cash is contributed sooner or later and thus 
which generation of taxpayers pays for the services performed by today’s public 
employees. 

Investing, as important as it is. does not alter the cost of benefits. Investing entails risks, 
the outcome of which, directly impacts future taxes and may, both directly and indirectly, 
affect future benefits. The assertion that investment docs not impact costs is often 
disputed but can be illustrated by a simple analogy. If an automobile costs $30,000, it 
costs $30,000. If I invest my assets successfully, I may be better able to afford the 
automobile. But the automobile still costs $30,000. 

Despite the preeminence of benefit levels, mo.st financial reporting on public employee 
pension plans focuses on funding and investing, fhe liabilities reported in accordance 
with generally accepted accounting standards and in actuarial reports are not the 
economic liabilities incurred as the benefits are earned, fhe reported liabilities are rather 
a by-product of actuarial methods that have been designed to manage contribution fiows 
rather than to measure and disclose the value of benefits being accrued. 

H.R. 567 has the potential to put the horse before the cart. The Current Liahility, defined 
in the bill, is a measure of the value of benefits independent of the binding and 
investment strategies of the plan. This is how it should be. First measure the benefits and 
then devise when and how to pay for them. 

The heart of lI.R. 567 reporting and disclosure is in .SECTlO^ 3(h) which adds SECTION 
4‘»80,I to the Internal Revenue Code of 1986. SECTION 4980.1(a) itemizes various 
disclosures, many of which commonly appear in the Comprehensive Annual Financial 
Reports (CAFRs) pre.sently issued by most state and local pension plans. SECTKJN 
4980j(a)(i)(C) which calls for extensive projections of future statistics would be expensive 
and potentially uninfonnalive. SECTION 498n.i(aKlHO) could be strcngtliened by requiring 
the disclosure of the amount paid tor the plan year toward eliminating any unfunded 
current liability and the number of years in w hich annual pay ments of that same amount 
(in dollars, not as a percentage of payroll) would eliminate that unfunded current liability. 

I 
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SECTION 498n.i(bK2) calls for the restatement of items (A), (C). (F) and (G) of subsection 
(a)(1). 

• The restatement of item (A) is extremely valuable and, as discussed below, provides 
information critical to the assessment of the financial status of public pension plans 
by decision-makers and other interested parties. 

• As with subsection (a)(1)(C), 1 believe that a restatement of item (C) will be more 
expensive than valuable. 

• 1 suggest a new item - Current Cost - of benefits, discounted at Treasury rates, 
earned during the plan year. When compared with item (B) of subsection (l)(a). 
Current Cost will provide a critical measure indicative of funding progress. 
Additionally, Current Cost will directly determine the benefit cost component of the 
total compcn.sation of public employees. 1 elaborate on this below. 

fl.R. 567 is a reporting and disclosure bill. Although it calls for enhanced reporting on the 
funded status of public pension plans, it makes clear in section 4 that it is not a funding 
bill at cither the federal or local level. 

SECTION 4980J(b)(’i) specifies a discount rate basis which appears to have been borrowed 
from the Pension Protection Act (PPA) of 2006. ft calls for averaging the freasury yield 
curve over a 24-month period and for segmenting the result in three brackets. These 
adjustments to the actual yield curve were made in PPA because PPA is primarily a 
funding act. Such adjustments are not appropriate in a reporting and disclosure bill. I 
expand on this point below. 

I Background 

Governments are expected to focus on providing services and goods to taxpayers in an 
etTicicnf, effective, economical, and .sustainable manner. Citizens' ta.\es provide the 
resources that support those services and goods. Labor is the single largest cost, often 
exceeding all other costs combined. 

Governments hire employees to provide necessary' services to ta.xpayers and other 
residents. These employees are compensated by taxpayers in (at least) two ways: current 
cash compensation (salaries) and promises of future cash (pensions). Taxpayers, in order 
neither to burden nor to subsidize the taxpayers who will come after them, should 
generally expect to pay for today’s services today - even though the deferred part of the 
employees' total compensation may not be received for decades. 

Pension plans are the reservoirs that allow taxpayers to pay today for benefits employees 
receive after they retire. If the money set aside today is less than the value of the benefits 
earned, then future taxpayers will be paying for services received by today's taxpayers. 

Employ ees of slate and local governments such as teachers, civil servants, police, fire and 
sanitation workers are usually covered by defined benefit pension plans, commonly 
referred to in the U.S. as public pension plans. The financial positions of such plans are 
typically reported in documents called Comprehensive Annual Financial Reports 
(CAFRs). Public pension plan CAFRs usually include extensive data about plan assets, 
cash flows, expenses, investment policy and performance, etc. This information is helpful 
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to watchdogs and other parties interested in monitoring the financial integritj' of pools of 
assets that can run into the billions and hundreds of billions of dollars. 

Infonnation about plan liabilities, however, is much more sparse. A typical CAFR will 
disclose the actuarial methods and assumptions, plan provisions, data on participant ages, 
salaries and service, and actuarial liahililies. These actuarial liabilities arc highly 
dependent upon the methods and assumptions chosen by the actuary, the trustees or 
administrators, or contained in local statutes and regulations. The actuarial assumptions, 
demographic and economic, and actuarial methods are tv pically consistent with Actuarial 
Standards of Practice. The economic assumptions (c.vpccted returns on invested assets, 
future inflation, atid salary increases) are designed to facilitate a long-range budgeting 
process and arc not intended to reflect current market conditions. The actuarial liabilities 
developed in accordance with these long range projections are not intended to 
approximate market values. 

II What Decision-Makers Need to Know 

Public pension plans directly affect the pockelbooks of public employees and the 
taxpayers w hom they serve. The financial wellbeing of lenders, those who buy municipal 
securities, is also alTectcd by the financial condition of these public plans. Various agents 
represent these principal groups; elected olTicials for taxpayers, union representatives for 
employees, rating agencies for lenders. Other agents also perform services related to 
these plans including plan trustees, investment managers, accountants and actuaries. 

Decisions about plan benefits and operations arc made by these agents. All these 
decisions depend highly upon the quality of information available to the agents. The 
infonnation currently available, especially with respect to the value of benefit promises, 
is inadequate to support good decisions. At the very least, publicly available information 
should allow interested parties, principals and agents, to answer the following questions: 

1) ll'/iat is the market value of henejits being earned by public employees this year? 
What does this tell us about their total cumpensation (salaries plus benefits)? 

2) Will future lux/Kiyers be paying fur services provided to current and previous 
generations of taxpayers? Or might the opposite he true? 

3) How does the funding level, and benefit security, of this plan compare to plans in 
other jurisdictions in the U.S.? 

11. R. 567 can go a long way towards helping decision makers answer these questions. But 
in order to do so it should shed the definition of interest rates under SECTION 498itJ(b)(3). I 
suggest the following substitution for all of subsection (3) as follows: 

“(3) INTEREST RATES BASED ON U.S. TREASURY OBLIGATION YIELD 
CURVE RATE.-' 


Donald L. Kohn. in a speech to the National Conference on Public Employee Reiiremeni Sysiems. 
New Orleans. May 20, 2008. said “public pension benetlis are essentially bullet-proof promises to pay. 
... For all intents and purposes, accrued benefits have turned out to be riskless obligations. ... The only 
appropriate way to calculate the present value of a very-low-rtsk liability is to use a veiy-low-rj.sk 
discount rate.** http:-' www.rederalrcservc.gov''newscveniispeech/kohn20080520a. him 
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"For benefits reasonably determined to be paid in any future month, the rate of 
interest will be determined by the Secretary for such month on the basis of the 
U.S. Treasury obligation yield curve for sucb month."" 

Answering Question 3 

How does the fiinding level, and benefit .security, of this plan compare to plans in 
other jurisdictions in the U.S.? 

With my suggested substitution of current Treasury rates for segmented two-year average 
■freasury rates, the restatement of the Current Liability in accordance with section 
49N0.l(h)(2) becomes the market value of liabilities (MVI.) consistent with the use of the 
term "market value of liabilities” in a paper written by me and Gordon Latter.’ It is also 
consistent with the use of the term “market value of the accumulated benefit obligation” 
(MVABO) as disclosed since 2003 in the CAFRs of each of the five New York City 
Retirement Systems. 

SECTION 4980J(b)(2| also restates the plan assets as the market value of assets (MVA), the 
unfunded liabilities at market (MVL minus MVA), and the funded ratio (MVA divided 
by MVL). M.R. 567 uses the term “current liability" to describe tJie pre.sent value of all 
accrued benefits. The funded ratio provides a standardized number facilitating the 
comparison across jurisdictions, thus answering question 3. 

Another measure that might be useful and comparable across jurisdictions would be the 
ratio of the unfunded liability to a pertinent local measure (e.g., gross local product, 
aggregate local income or property value, aggregate local t6ax revenues). Such ratios 
may be calculated by analysts even if H.R. 567 docs not require such a compulation. 

Answering Question 2 

Will fiiture taxpayers be paying for services provided to current and previous 
generations of taxpayers? Or might the opposite he true? 

The Current Liability, as restated by SECTION 4980J(b)(2) in conjunction with Treasury 
interest rales as provided by my simplified replacement for SECTION 498UJ(b)(3). may be 
called the market value of liabilities and may be properly compared to the market value 
of assets in item (A) as restated under SECTION 4980.)(bK2|. It is important to note that the 
definition of Current Liability does not include serv'icc after the end of the plan year, nor 
does it project future salary increases. As such it reflects all the benefits earned by plan 
employees and obligations of the plan to date - just as the market value of assets reficcts 
all of the prior contributions to the plan to date. 


^ There are .sonic siiuotions in which it may be appropriate to use the yield curve of U.S. Treasury 
Inftation Protected Securities (TIPS). This is generally beyond the scope of this testimony. 

^ The Case for Marking Public Pension Plan Liabilities to Market available in draft form here: 
littn:- www.oensiontlnance.ore naoers TheCaseforMarkiiiePublicPcnsiunPlanl iahililiestoMiirket.ixlf 
later published in The future of Public Employee Retirement Systems. Ed. Olivia Mitchell and Gary 
Anderson. The Pension Research Council at Wharton. O.vford Press 2009. 


4 



23 


Because the MVA and the MVI, (as defined by the Current Liability) reflect all past 
financial activities of the pension plan. Question 2 may be answered by reference to the 
unfunded liabilities. No unfunded (MVA equals MVL) implies that future generations of 
taxpayers will neitlier be burdened nor benefited by those who came before. Prior 
generations have paid for all of the public services they have consumed and future 
generations will pay for their own. 

Based on recent data reported by various sources (and analyzed by Novy-Marx and Rauh 
among others), revealing massive unfunded liabilities (MVL much greater than MVA). it 
is very likely that future taxpayers are going to be severely burdened by pension 
obligations incurred in conjunction with public services that have already been rendered. 

This has not always been the case. A similar analysis, had it been performed any time 
during the 1980's would have revealed significant pension plan surpluses (MVA greater 
than MVL) attributable to the high rates of interest available in the U.S. Treasuiy markets 
compared to relatively low rates used to value public pension plans at that time. 

Answering Question 1 

H'IhiI ix ihe market value ofhenejits being earned by public employees this year? 

What Joes this tell us about their total compensation (salaries plus benefits)? 

The Current Liability accurately measures the value of all the benefits earned by 
employees to date. Using Treasury rates, it is the appropriate liability to compare to the 
market value of assets. Similarly, what I would define as the Current Cost accurately 
measures the value of all the benefits earned in the year. A comparison of the follow ing 
definitions makes this clear; 

CURRLNT LIABILITY, — The term ‘current liability' of a plan for a plan year means the 
pre.scnt value of all benefits accrued or earned under the plan as of the end of the plan 
year. 

CURRENT COST. — The term ‘current cost’ of a plan for a plan year means the present 
value as of the end of the plan year of all benefits accrued or earned under the plan during 
the plan year. 

The Current Cost of a pension constitutes the deferred pay component of total employee 
compensation. 

Ill H.R. 567 - Precise Calculations Instead of Best Estimates 

In several papers published in recent years, economists Robert Novy-Marx and Joshua 
Rauh have estimated the liabilities of major state pension plans using Trca.sury rates as 
the basis for their revaluation of liabilities disclosed by the plans themselves at rales 
averaging 8%. They estimate that underfunding of .state plans approximates S3 trillion 
dollars while others, who have used the values disclosed by the plans, estimate 
underfunding at no more than $1 trillion.'* 


In April 201 1. however, the PHW Center on the States updated its earlier compilations and noted that 
Ihe funding gap had widened to SI.26 trillion at the end of fiscal 2009. Their study also notes it is 
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fn 2008, Gordon Laltcr and I examined four large state plans, using Trcasur> discount 
rates. Our results are consistent with the work of Novy-Marx and Rauh. In our paper, 
however, we make the following observation: 

“Precise measurement of the [Current Liability] and the [Current Cost] can only 
be done by actuaries working with reliable plan data, appropriate computer 
software, and detailed descriptions of the benefits being earned." 

Since 2003, New York City's Chief Actuary, Robert C. North, Jr. has disclosed the 
Current Liability at Treasury rates in the CAFRs for each of New- York City’s live 
Retirement Systems. For example, the 2007 CAFR for the New York City Employees' 
Retirement System*' shows several measures of plan assets and liabilities. The most 
decision useful numbers shown are; 

i) the market value of plan assets (MVA), and 

ii) what Mr. North has called the Market Value of the Accumulated Benefit 
Obligation (MVABO); this is equivalent to what H.R. 567 calls the 
Current Liability at Treasury rates. 

I am not aware of .such disclosures by public pension plans in other Jurisdictions in the 
U.S. This means that public employees, taxpayers and Icndeis cannot measure the 
economic value of pension obligations incurred to date nor can they determine total 
compensation costs. Additionally, they cannot detect intergencrational cost shifting nor 
can they accurately compare funding progress across jurisdictions. 

H.R. 567 would serve us well by combining the low discount rates espoused by many 
commentators (e.g., Donald L. Kohn, Novy-Marx and Rauh) with the preci.se calculations 
that arc best made by plan actuaries. If my suggestions with respect to i) eliminating item 
(C) of SECTION 4980.l(bH2) and ii) using the Treasury yield curve without 24-monlh 
averaging and segmented rates were incorporated into the bill, the cost of compliance 
would be modest in the first year and nearly negligible thereafter. 

IV Conclusion 

H.R. 567 calls for very valuable disclosures by public pension plans. These disclosures 
will make the funding status of public plans clear, economically realistic, and comparable 
across jurisdictions. 

By addressing the three questions highlighted in my testimony, the disclosures of H.R. 
567 will also improve the management of public pension plans. Until now, the agents 
responsible for plan management have been making important financial decisions 
(benefit levels, funding and investment strategics) without the information necessary to 
determine i) the value of benefits as a component of total compensation, ii) the efTicacy 


based on actuariaJ assumplions where Ihe discount rate is typically 8% and dial using Treasury rates 
could increase the funding gap to S2.4 trillion. 

http:''www.pewcentefonthestates.org'UploadedFiles Pew pensions rctirce henefits.pdf 

^ See http: \vw\v nvcers.oic (4i>dve4550seI!te2d0dvt\]45l Pdl;calV 2007 >jYCr.RS lliul.pdf pages 149- 
150. 
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of funding and investment strategies, iii) which generation of laxpayere are paying for 
services rendered, and iv) how plans in one jurisdiction compare to those in other 
Jurisdictions. With the addition of Current Cost, as defined herein, lI.R. 567 will support 
rational decision-making by agents on behalf of employees, taxpayers and lenders. 

I suggest that item (C) of SECTION 4980J(b)t2) be eliminated because it will be expensive 
to satisfy and because the disclosures thereunder w ill be uninformative at best and may 
actually be misleading and counterproductive in the decision-making context. 

I suggest the elimination of 24-monlh averaging and segmenting of Treasury' rates. 
Unadjusted Treasury rates are more appropriate to the disclosure objectives of lI.R. 567. 

I suggest the addition of Current Cost as defined above in order to identity' the value of 
benefits earned in the latest year as a component of total compensation. 

H.R. 567 may stand as a landmark and a turning point in helping states and localities 
regain control of their obligations and the management of their resources. 
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Chairman BOUSTANY. Mr. Kurtter, you may proceed. 

STATEMENT OF ROBERT KURTTER, MANAGING DIRECTOR, 
U.S. PUBLIC FINANCE, MOODY’S INVESTORS SERVICE 

Mr. KURTTER. Thank you. Good morning. 

Mr. Chairman, Congressman Lewis, Members of the Sub- 
committee, my name is Robert Kurtter. I am a managing director 
in U.S. Public Financial Group at Moody’s Investors Service. Thank 
you for inviting Moody’s to participate in today’s hearing. 

My comments will focus on our views of the potential credit im- 
pact of transparency initiatives like H.R. 567 and the Govern- 
mental Accounting Standards Board project on pension disclosure. 
While Moody’s does not rate pension plans themselves, we monitor 
proposals like these and the related developments because our as- 
sessment of government pension plans is one of the many factors 
in our credit analysis of government-issued bonds. Moody’s com- 
ments on policy initiatives, however, should not be taken as an en- 
dorsement or criticism of any such initiative or the conduct of any 
particular issuer. 

In recent years, we have observed increases in the unfunded pen- 
sion liabilities of State and local governments. This growth has oc- 
curred for several reasons. First, during peaks of the stock market 
in 2001 and 2007, some State and local governments enhanced ben- 
efits and/or reduced employer contributions. Second, the recent eco- 
nomic downturn significantly diminished the value of pension plan 
assets. Third, adoption of early retirement incentive programs 
shifted costs from payroll to retirement systems. And fourth, demo- 
graphic factors, including an aging work force and the increasing 
life expectancy of beneficiaries are adding to liabilities. 

State and local governments have needed to increase their pen- 
sion contributions at a time when declining revenues are also re- 
quiring them to impose budget cuts. These developments have 
prompted a discussion about whether the existing disclosure stand- 
ards of our government pension plans remain appropriate and also 
about whether and to what extent government pension plans are 
underfunded. 

In addition to the proposed legislation, the GASB is considering 
changes to its financial reporting rules for public sector pension 
plans. As I described in my written testimony, if the GASB changes 
were adopted, as proposed, employers subject to its disclosure re- 
quirements could calculate their funding requirements as they do 
now, but they would have to use different methods to calculate cer- 
tain elements of the pension expense they disclose in their financial 
reports. 

Moody’s believes H.R. 567 would increase public access to State 
and local government pension plan data. Additionally, both the bill 
and the GASB proposal would increase comparability of that data. 
At the same time, they could also increase the amount and com- 
plexity of the information disclosed. If these or other initiatives 
help investors and government issuers have more informed discus- 
sions about the credit risks associated with these obligations, we 
believe these proposals could create incentives for issuers to ad- 
dress their unfunded pension liabilities. 
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Governments have many options to improve the funded status of 
public plans. These include increasing government or employee 
contributions or adjusting benefits. Depending on the specific meas- 
ures taken, these actions could be positive, neutral or negative for 
bond holders. Though as noted earlier, any changes in the funded 
status of the pension plan would be one of the many factors that 
we would consider in our credit analysis. 

Of course, the decisions that governments make about their pen- 
sion plans affect much more than their credit profile as bond 
issuers. 

Our opinions do not speak to the wider implications for an issuer 
or its stakeholders of any actions it takes. Also, as a credit rating 
agency, Moody’s does not take a position on whether or how a State 
or local government should address a pension funding shortfall. 
Our role is limited to providing opinions and research about 
issuers’ likely ability and willingness to pay their bonds in full and 
on a timely basis. 

Thank you again for inviting me to testify on this important mat- 
ter. I look forward to answering your questions. 

Chairman BOUSTANY. Thank you, Mr. Kurtter. 

[The prepared statement of Mr. Kurtter follows:] 
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Hearing on the Transparency and Funding of State and Local Pensions 
1. Introduction 

Good morning Mr. Chairman, Congressman Lewis and members of the Subcommittee. My 
name Is Robert Kurtcer, and I am a Managing Director ui the U.S. Public Finance Group at Moody’s 
Investors Service (“Moody’s"). Thank you for inviting Moody*s to participate in today s hearing. 

In my testimony, I will explain our views on the potential impact of transparency initiatives like 
H.R. S67 - the Public Employee Pension Transparency Act. Wc monitor dewlopments like these 
because our assessment of government employers' pension plan assets and liabilities is one ol many 
factors in our credit analysis of government-issued bonds. 

We believe that H.R. 567 would increase access to, and comparability of, state and local 
government pension plan data. At the same time. H.R. 567 and other initiatives could increase the 
amount and complexity of the information disclosed. I'o the extent this or other initiatives help 
investors and government Issuers have more informed discussions about the credit risks associated with 
these obligations, we believe they will create incentives for issuers to reduce unfunded pension liabilities. 
Depending on the specific measures taken, these actions could affect a government bond issuer's credit 
profile. 

Of course, the decisions that governments make about their pension plans afTcci much more 
than their credit proAle as bond issuers. Our rule, however, is limited to prosidJng opinions and 
research abour issuers’ likely ability and willingness to pay their bonds in full nn a timely basis. For 
example, wc do not take a position on whether nr how a state or government should address a pension 
funding shortfall. Likewise, any commentary on policy initiatives that could uffeer issuer behavior 
should not be constnied as an endorsement or criticism of any such initiative. 

li. Transparency Initiatives Relating to Public Sector Pension Data 
A. Overview of Recent Developments 

For employers, pensions arc a type of deferred compensation that leads to a long-term 
obligation to pay benefits in the hirurc. In recent years, wc have observed increases in state and local 
governments’ unfunded pension liabilities. This growth has occurred for several reasons. First, ar the 
prior peak of the slock market, some state and local governments enhanced benefits and/or reduced 
employer contributions. Scc'ond, rhe economic downturn significantly diminished the value of pension 
plans' assets. Third, adoption of early retirement incentive programs shifted costs from pavroll to 
retirement systems. Fourtli, demographic factors, including an aging workforce and the increasing life 
cxpectanc)' of bencBciarics, arc adding to liabilities. These increasing liabilities have resulted in a 
situation where state and local governments have needed to increase their pension contributions at a 
lime when declining revenues are also requiring them to impose budget cuts. 

These development have drawn the public’s attention to some other Issues relating to pension 
finance. For example, the Governmental Accounting .Standards Board (“GASB") specific.s that 
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government employers should use a discount rate for their pension obligations' that is the same as the 
employer's long-term expected future rate of return on the pension plan’s invested assets. Given various 
investing strategies and asset mixes, differctu governments use dilferciu assumed rates of return, 
typically ranging from about 7.25-8.5%. Currently, there is widespread discussion about whether the 
existing disclosure standards about government pension plans remain appropriate and also about 
whether and to what extent government pension plans arc underfunded. H.R. 567 and the GASB 
project discussed below arc among the initiatives contributing to this discussion.^ 

Even as this discussion continues, some state and local governments already have reduced or 
announced planned reduaions in the rates they use to calculate the present value ol their future benefit 
payment obligations. These include pension plans in Alaska. California, Colorado, Illinois. Indiana. 
Nc%v York, Pennsylvania, Rliodc Ldand* Virginia, the District of Columbia and Son Francisco. 
Generally, these reductions have been in dtc range of 0.25 to 0.75 percentage points. 

B. H.R. 567 

H.R. 567, irenactc*d in its present lorm, would provide lor the iollowing, among other things. 
First, while a pension plan would still be permitted to prepare its funding report and linancial 
statements in accordance with the GASB s standards, it would have to prepare and Hie supplemenral 
financial schedules containing information prescribed b)' H.R. 567. For example, it would have to 
include information about the plan's funding status, funding and contribution projections for the next 
twenty years, and the plan’s investment returns for the current and preceding five years. Most of this 
information already is reported in plan financial statements. FI.R. 567, however, would set uniform 
calculation methods for certain disclosures made in the supplemental schedules. For example. H.R. 567 
would require pension plans to calculate the value of their assets using a method based on the current 
Fair market value of iliosc assets. This is difforent from rlie current actuarial method, which uses a 
smoothed rate of return that averages investment performance over a period of years to reduce the 
im(>aci of market volatility. Currently, private sector pension plans generally use this fair market value 
approach. 

H.R. 567 also would require plans to calculate the unfunded, actuarial accrued liability 
(“UAAI-'') using a discount rate derived from a three-segment, modified yield curve based on Treason,' 
rates. This approach would result in most state atid local governments using lower dLscounc rates to 
report their obligations in the supplemental schedules than they currently use to calculate and disclose 
their UAAL in their financial statements. This would result in reported pension liabilities increasing 
substantially. 

Second, a central repository for pemion data would be created. Each state and local 
government pension plan would have to file financial information about its pensions, including the new 
schedules prescribed by H.R. 567, with the Secretary of I rcosun'', which would make those reports 
available on a publicly accessible website. 

' To estimate the valvie In today* dollars of hmire pension plan liahilinc^. an employer uses an interest rare lo discotint 
those liabilities to their present value. The Imsct the dUeouni rate, the higher the estimare of the pension plan's 
obligation to pay future bcncths. 

We also arc aware of an initiaiive by the National Associatmn of Bond fowyers to pres ide guidance to counsel tor 
public seoior is.sucrs about how to prepare dUclusures about ddtiieJ Ixiielii ^sensiun platts. 
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C. The CASB Initiative 

The CASB aUo is considering changes lo its Hnandal reporting rules for public sector pension 
plans. In June 2010, it issued a rccjucst for comment m tltc form of Preliminary Views (j “PV”) on 
pen.sion accounting and financial reporting by public sector employers. ThcGASB is considering the 
comments it received on the PV and is expected to publi.sh another consultation paper in the form of an 
exposure draft in June 201 1 . 

If the PV is adopted as proposed, employers subject to the GASB's disclosure requirements 
would be able to continue calculating tbeir funding requirements as they do now, but they would have 
CO use different methods to calculate the pension expense they disclose in their Rnancial reports. In 
particular, the CASB is considering, among other things, whether or not to require public sector 
employers to: (1) rcLOgni7.c on their ftnandal starcmcncs the unfunded portion of thdr pension 
obligations: (2) recognize faster any expenses caused by plan amendments, as well as cTrcain actuarial 
gains and losses; and (3) use a lower discount rate for the portion of any plans that arc expected to be 
unfunded. 

With respect to item (3). the GASH has suggested that a reasonable long-term expected rate of 
return on the plan\ investments could continue to be die basis (or discounting projected benefit 
payments to their present value, but only to the extent char the current and expected future plan net 
nssccs are .sufRcieni to cover the future benefit payments. Bencfii payments chat are expected to occur 
beyond the point at which expected plan benefits arc projected to be exhausted would be discounted to 
their prc.svnt valuc.s using a high quality municipal bond index ratc.^ 

D. Potential Impact of Initiatives on Amount of« Access to and Comparability of 
Pension Information 

Moody's believes that these initiatives, if adopted, would increase the amount of, access to and 
comparability of pension plan information, but ihc>' also could increase the complexity of the 
information dlficiosed. More specifically: 

• Creating a publicly accessible, inrcrncr-boscd central repository for financial information about 
state and local government pension plans, os called for in H.R. 567, would make it easier fur the 
public to obtain the relevant information. Likewise, requiring state and local governments to 
report certain information in a prescribed format in supplemental schedules, even if they already 
report such information elsewhere in their financial statements, could make it easier for the 
public to locate the relevant information. 

• Prescribing uniform calculation methods for cerrain key metrics would facilitate comparability 
of information across state and local government jKiision plans. For example, H.R. 567 would 
require all of these employers to calculate the present value of their pension obligations using 
the same, modified yield curve based on Treasury rates of return. The GASB PV would require 


* This rate would change ,is the rate nf'rtium on the high qu.iitty miintcipii) bond index hind changed. If'ihis caiculaunn 
mcihiid were in use now, we estimate that the ptvseribed disaiunr rate likely would be somewhat lower than the long- 
term expected niic of retiini ctirrcntly used by government pension pl.ins but somewhat h^her than a dLsctmnt rate 
derived front a mtidificd yield rate curve hosed on Treasury rates. 
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nil public sector employers subject to its rules to use the same discounr rate, bnsed on a rate 
derived i'rom an index of high qualic>' municipal bonds, to calculate the present value of the 
unfunded portion of their pension obligations. Wliilc the discount rate Is only one of a number 
of assumptions useti in calculating pension liabilities, changes in this assumption would have a 
significant impact on the she of the reported obligation, rhereforc. standardizing this 
as.suinpiion would enhance comparability even if other assumptions arc not standardized. 

• At the same time, requiring an employer ro make multiple disclosures, using dilFcrcnt 

calculation methods and in dilTerenc places, about the same set ol assets and liabilities could 
increase the complexit)' of disclosures and the time required to anal)'7e the information. Some 
users of that information ore likely to find that the resulting diversity of perspectives enhances 
their understanding. Others, however, might find the information more cime>comuming to 
anal>'zeand harder to understand. 

E. Moody's Views on the Credit Implications of These Initiatives 

If either or both of these initiatives result in a better informed dialogue about the credit risk of 
pension obligations, we believe this dialogue create incentives for issuers to take actions to address 
unfunded pension liabilities. Governments have many options to increase the funded status of plans, 
including increasing government or employee contribtiliniis or adjusting benefits. Any changes in the 
funded status ol a pension plan would be one of many factors that we would consider in our credit 
analysis. Depending on the specific measures taken, these acrions could be posirive, neutral or negative 
for bondholders. 

As a credit rating agency, Moody's does not take a position on wherher nr how a state tir local 
government should address a pension funding sliorTfal). Moreover, we do not rate the pension plans 
themselves. ll;uhcr, our opinions focus only on the potential implicaiions for the crcditivorthincss of 
issuers' bonds and nor on the wider implications for an issuer and its stakeholders of any actions that it 
takes. Finally, while we may comment on the credit implications for bondholders of various 
developments, including regulatory initiatives, that could affect the bcHiavior of issuers, such 
commentary should nor be construed as an endorsement or criticism of any such initiative or the 
conduct of any particular issuer. 


Thank you again tor inviting me to tesHh' on this important matter, and I look forward to 
answering your questions. 
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ANNEX 

To assist the Subcommittee in its deliberations, in this Annex 1 provide an overview of the key 
(actors we consider in our credit analysis of issuers of state and local government bunds, including how 
wc rake pension liabilities into account, and our outlook on these sectors, including the assumptions 
that underpin our views. ^ 

1. WHAT MOODY'S CREDIT RATINGS ADDRESS - AND WHAT THEY DO NOT 

There has been a lot of attention paid recently to the debt levels of states and local governments. 
The term "debt” can refer to many things. When Moody's uses the word ’'debr", we arc referring 
specifically to “bond debt". We arc not referring to any other obligations of the government, such as 
utility paynicnts, salaries due to employees or pension li.'ibilitics. Our opinions speak only to the 
likelihtiod that a government-issued bond is likely to be paid in full on a timely basis, according to the 
contractual terms of that bond. This is what bond investors want to know. Therefore, when we ii.se the 
term “default“, we are referring specifically to the failure to make payments to bondholders. We do not 
rate and arc not referring to the default on any other type of obligation to any other person or entit)'. 

Similarly, the term “credit risk" can mean different things to dilTcrcnt people. When Moody's 
U.SCS (he term “credit risk”, we are referring to the risk that an issuer will not pay the obligations due on 
its bunds when those obligations come due. As I explain below, we take into account all of an l.ssuer*s 
major financial obligations as pan of our anaUrsis so that we can assess both the Issuer’s ability and its 
willingness to meet its bond payment obligations. 

We intend for our opinions to promote dialogue and debate among market participants about 
the relative credit risk of bonds issued in diflerenr region.s and by different t>^s of issuers. It (xroplc 
choose to consider our opinions, we expect them to use those opinions to supplement, and not replace, 
their own credit analysh, a cask that is made easier by increased transparency and comparability of the 
information that issuers provide to us and the market generally. 

2. KEY FACTORS IN OUR ANALYSIS OF STATE AND LOCAL GOVERNMENT BONDS 

A. Overview 

Set out below is an overview of the key (actors we consider in our credit analysis of the U.S. 
public finance sector. By way ol example, J will describe our analytical approach to the stares. We 
focus on four broad factors: 

1 . Econom}’: We look at the breadth and diversity of the affected economy, including growth 
trends and comparative economic pitsition to other, similar iitsucrv. 

Wn.i/icics: We analyze Information contained in financial statements as well as current 
budget information and compare this information to sector statistia for comparable issuers. 


There arc .% liignincant numiKrr uf unrated. U.S. public llnancc Kond^. Tbcrt^orc. my comments diouid noi be 
gcncralir^d to the entire universe uf ptiblic llnance bonds bccau.se. hisioricalty. unrated issuen and bonds have 
ikmunsfratcd greattc IcvcU of cn-db ride and may cniuiiiue to ignite dillctcru ride cliaracteristip, in the luiiire. 
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3- Debt Ratios: Debt ratios are calcuiated to adjust iur size (debt per capita) and wealth ic.g., 
debt to personal income) and compared to sector medians. 

4. Govcrnancc/Managcmenr. We assess the type of gowrnance, including l^al powers to 
manage rinances and any legal constraints on taxing, l>orrowing or spending. 

All of these Factors arc important to our assessment of the state's degnre of financial flexibility (o 
meet the specific obligations it faces with respect to its bonds. We also look at eacli factor’s impact on 
the other factors. Imporcaniiy. our focus is not how the state or local government achieves - or docs 
not achieve - Bnandal flexibility. Rather, we look to whether financial flexibility exists, and to ^vhat 
degree it exists. 

8. State and Local Governments* Pension Liabilities 

State and local governments* pension liabilities have long been part of our analysis and are 
factored into our opinions. We recognize that growing, unfunded pension obligations arc creating 
challenges that these issuers must address, and we are monitoring the situation closely. We have taken, 
and will continue to rake, rating actions where we believe an issuer's credit proHle warrants it. 

From an analytical perspective, )>cn.sions arc a type of long-term debt obligation, and therefore 
they are incorporated into our debt ratio analysis. Ongoing contributions to the pen.sion fund also 
ix’present a current budget cost, which we consider in our analysis of an issuer’s finances. And finally, 
our governance analysis incorporates the way a government sponsor responds to developments 
regarding its pension obligations. How state and local governments manage their pension plan.s, 
however, is just one of many factors due we consider in our credit analysis of these issuers' bonds. 

3. MOODY'S OUTLOOK FOR STATE AND LOCAL GOVERNMENTS 
A. Credit Pressures and Credit Strengths 

There is unprecedented financial strain on the U.S. public finance sector and this is reflected in 
the negative outlooks we have on all major .suh-scctors in this market. For state and local governments, 
we hold riiis vie\^’ for various rea.soiis, including: 

• A recovering but still fragile overall economy; 

• Increased liabilities, such as pension and licairhcarc costs; 

• Lingering fiscal pressures, which have required severe budget cuts, use of reserves, and other 
nonrecurring solutions to solve budget gaps; and 

• Stniincd revenue sources bccaasc of persistent high imcmploynicni :md sagging real estate prices, 
along with .iircndant drags on raxes. 

Despite these credit pressures, from the perspective of bondholders, bonds issued by the state 
and local governments continue to reflect a variety of credit .strengths, including the following: 

• Governments exist in perpetuity. 

• State economies and those of some large cities are broad-based and diverse. 

• State and loc.il governments have strong incentives to pay bond debt. General obligation bonds 
arc backed bv the issuer’s hill faith and credit pledge, which an investor can take to court to 
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enforce. State ^nd Inca) governments also arc mottvated to treat other bond debt the same way 
so that they can continue accessing the markets to finance initiatives such as the construction of 
schools, roads and hospitals. For the same reasons, in the extremely unlikely event of a state 
default on general obligation bonds or related debt, we expeer that investors’ rate of recovery on 
their bonds would be very high. 

■ Bond debr, on its own or combined >vith unfunded pension liabilities, represents a relatively 
small proportion of state and local governments' total liabilities compared to other sectors, such 
as corporates. For example, debt owed to bondholders generally accounts for t>nly ^*8% of state 
budgets and annual bond debt costs remain a relatively small share of expenditures. This means 
that gos'crnmcnt.s have less incentive to default on these patmients because non^pavnicnt would 
do little to solve major budget gaps. 

• Federal monctar)' policies benefit state and local economics. 

• State and local governments have a variety of powcrfiil fiscal management tools at their disposal, 
including balanced budget requirements, authorir)' to raise rcx'cnucs, the ability to cut 
expenditures without reducing revenues (although iargC'Scale state emplos'cc layoffs might 
depR'ss economic growth), and, for states, the ability to cut or delay aid to local guvcnimcnis. 

B. Widespread Defaults Not Expected 

While .states are facing a revenue and spending problem, Moody's docs not see debt in the form 
of obligations to bondholders as the source of credit strain for most states. Annual bond debt costs 
remain a relatively small share of expenditures, in addition, most stares do nor face refinancing or 
material rollover risks. We could .see a few more states turn to deficit financings to iiind o^ieraiing 
expenses, or restructurings to produce budget savings in 2011, but we expect those states to be the 
exception rather than the rule. For these reasons and because of the strong incentives states have to pay 
their bi^nd debt, we do not expect any states to default on their bond obligations in the next rwcUt to 
eighteen months. 

In the Moody’.S'taicd local government sector, we expect a relatively small increase in defaults 
from historic*aIly low levels, but we do not expect a wave of defaults. One reason for the expected 
increase in bond defaults is that the states can reduce or delay their aid to local governments or cur 
programs .so that local governments have to step in and fill the resulting funding gap. This is likely to 
exacerbate problem.^ at the local government level. But we also expect that the majority of individual 
local governments will make the choices and painful budget curs needed to continue making 
timely payments on their bonds. As a credit rating agency, we do nor have viovs on which choices 
tliese issuers should make. Rather, we focus on whether ilie clioioes they make increase or decrease the 
likelihood tiiat they will meet the contractual obligations under their bonds. 

V(^iilc we do not expect a wave of actual bond defaults by rated state and local governments, 
there have been situations in the past, for example in Harrisburg, PennsyK'ania. where the risk of bond 
default seemed imminent but was averted. We expect there will likely continue to be selective instances 
of severe credit stress. 
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C. Assumptions 

Moody’s views on credit risk are predictions about rhe future and, as such, the)* are based on 
certain assumptions, ur expectations, about what is likely (but not guaranteed) to happen. I have sec 
out below a number of the assumptions we have incorporated into our outlook for the nexr lAwlve to 
eighteen months. Wc expect that: 

• State and local governments will honor rheir contractual obligations to make bond payments 
because there are such strong incentives for them to do so. 

• State .ind local go\'cmmcnrs >Aill be able to continue accessing iinanciat markets on roughly the 
same terms that are available to them now. 

• State and local governments will continue to have suiricicnt budget ncxibility, e.g., to cut costs 
and/or increase revenues, to meet the conrracrual obligations a.ssociarcd with their bonds. 

• Bankruptcy laws will not change. 

• The economic recovery will not be derailed by, for example, an oil price shock. 

We recognixe that a numlicr of the assitmprions above currently arc the subject of debate. We 
constantly monitor the environment in which stare and local governments operate, seeking information 
that is relevant to these assumptions. If at any time during our ongoing analysis, we were to begin 
seeing shifts rhar might call into question the appropriateness of these a-ssumptioas, we would re- 
consider those assumptions and, il v*x believe the facts and circumstancc.s warranted it, revise and 
communicate our views to the market. 
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Chairman BOUSTANY. Ms. Lav, you may now proceed. 

STATEMENT OF IRIS J. LAV, SENIOR ADVISOR, 

CENTER ON BUDGET AND POLICY PRIORITIES 

Ms. LAV. Thank you. Mr. Chairman, Congressman Lewis and 
Members of the Subcommittee, I appreciate the invitation to ap- 
pear before you today. I will make six related points and I will then 
elaborate on the problems that I see with H.R. 567. 

First, as was mentioned, most State and local employees receive 
modest pension benefits, averaging less than $23,000 a year. Sec- 
ond, most States can address underfunding in their pension plans 
with relatively modest measures, such as increases in contributions 
from employers and employees and some sensible and moderate 
changes in benefits. Only a few States, those with pensions that 
are grossly underfunded and a history of failing to make required 
contributions, would have to make more extensive changes. 

Third, pension funds, according to the Federal Reserve data, 
have already recouped two-thirds of their recession market losses. 
But smoothing and data lags have led recent studies to portray the 
situation as worse than it is. 

Fourth, the use of a so-called riskless rate, as we are discussing, 
to discount liabilities makes underfunding appear much greater 
than what pension funds report. But, the somewhat academic de- 
bate over whether or not to discount liabilities using a riskless rate 
is quite distinct from the actuarial finding of how much States and 
localities have to deposit in their pension funds to meet their fu- 
ture obligations. States and localities should use a realistic meas- 
ure of future investment returns to set their deposit levels. 

Fifth, H.R. 567 I view in many ways as a solution in search of 
a problem, one that would override the careful process that the 
Governmental Accounting Standards Board has nearly completed. 
The Board’s proposed new rules would standardize State pension 
fund reporting and make it more transparent. 

Sixth, and finally, moving State and local employees from de- 
fined benefit to defined contribution plans, which some sponsors of 
H.R. 567 have said they would like to see, would not address the 
funding problem that public pension systems now face. On the con- 
trary, it would raise annual costs in many instances. Some States 
that were considering such a conversion have backed away after 
concluding that they would face higher costs. 

I will now elaborate on the problems with H.R. 567. For the past 
4 years, GASB has been conducting extensive research and con- 
sultation and holding hearings with well over 100 stakeholders in 
order to develop new pension financial reporting standards. 

The draft GASB standard makes clear that the liability amount 
that results from the riskless rate does not properly reflect State 
and local government pension liabilities. Instead, GASB has care- 
fully crafted rules that reflect market expectations and applies a 
lower discount rate only to the least well-funded plans in order to 
reflect the greater risk to their solvency. 

Congress should not replace GASB standards and the financial 
market discipline that induces State and local governments to com- 
ply with those standards with H.R. 567’s unnecessary Federal in- 
trusion into the issue. Unlike the GASB process, H.R. 567 would 
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likely increase public confusion between liabilities based on a risk- 
less rate and actual liabilities. That could spook bond markets and 
lead States and localities to cut spending for education and other 
key areas or raise taxes more than necessary. It also would create 
an entire new Federal bureaucratic structure to regulate something 
that market forces should manage. 

Most States with significant pension underfunding are moving to 
address it. And they are doing so in a variety of ways. They are 
increasing employee contributions. Eleven States did that last year, 
and 16 States made changes that will reduce benefits for future 
employees. Some 12 States have raised their retirement ages. 
Other States have made changes that will require consistent em- 
ployer contributions. States should be able to gradually solve their 
underfunding problems with the steps they are already taking, 
with modest increases in employer and employee contributions, 
with a greater recovery in the markets, and by adhering to the new 
rules that GASB will promulgate. The Federal Government does 
not need to intervene in this issue. In fact, that would do more 
harm than good. Thank you. 

Chairman BOUSTANY. Thank you, Ms. Lav. 

[The prepared statement of Ms. Lav follows:] 
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TESTIMONY' OF IRISJ. LAV 
Senior Adusor, Cenier on Bu<%ct and Policy Priorities 

Before the House Ways and Means Committee 
Subcommittee on Oversight 

Hearing on the Transparenc)' and Funding of State and Local Pensions 
May 5, 2011 

Mr. Chairman, Mr. Lewis, and members of the committee, 1 appreciate the imitation to appear 
before you today. 1 would like to make six related points in my tesumony: 

1. Most state and local employees receive modest pension benefits, for wliich both they and 
tlieir employers contribute annually during their working years. 

2. l>ie undcrlundtng problems of most state pension systems can lie addressed with rclanvcly 
modest increases in state and local contributions from cmplojx'rs and employees, along with 
a SCI of sensible, moderate changes in benefits. In a handful of srates with gross 
underfunding and a hisrori' of failure to make recjuircd contributioas, mom extensuT 
changes arc likely to be nccessan\ but those states are not typical. 

3. Some of what lias been widely published recently about current underfunding is related ro 
market losses during the recent recession. Pension funds have already recouped two-thirds 
of those losses, but the asset averaging procedure (oc “smoothing”) used by the pension 
funds docs not yet fully recognize the extent to which assets have bounced back. 

4. I’ndcrfimdtng would appear to be much greater than pension funds rejiorr if pension hind 
liabilities W'crc discounted at a “riskless rate.” Hie debate over whether or not to discount 
liabilities using a “riskless rate,” however, U distinct from the actuarial determination of the 
:uT)ounr of funding chat states and localities have to deposit into their pt'nsion binds to meet 
future obligations. 

5. H.R. 567 is in many ways a “solution” in search of a problem — one tliat would override a 
carcfiil process already well underway by the Ciovcnimcnt Accounting Standards Board ro 
standardize state pension fund reporting and make it more transparent. In contrast to the 
O ASB process, li.R, 567 would be likely to increase public conftision, could spook bond 
markets, and could lead .states and localities to cut spending for education and other ke>' 
areas — or raise taxes — more tlian nccessar}’. It also would create a new' federal 
Inireaucrac) ro regulate something tliat should l>c “regulated” by market forces. 

6. Moving state and local employees from defined benefit to defined contnburion plans — an 
objective that some of the sponsors of H.R. 567 have said they w-ould like to accomplish — 
would not address the funding problems public {^xjn.sion sj-stems currently free. ( )n the 
contrary, it generally W’ould /w'jr annual costs bv making it harder for a state ro pay down the 
existing liabilines for employees still m the defined l-x:ncfii plan, Wcaase tliat plan would 
include fewer employees and fewer contributions going forward, w hile requiring additional 
contributions for the employees in the defined contribution plan. 


What are State and Local Pensions? 

Pension benefits arc part of the compensation of most state and local employees. F.ach year, in 
addition to pay and other benefit, employees earn deferred compensation. Among state and local 
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workers, 84 perccni arc covered by defined benefit plans, as compared ro 47 percent of employees 
in private sector firms with more rlian 5lM) employees 

Despite various newspaper headlines and talk sliow claims, public sector pensions arc not 
particularly large. The average state and local public pension benefit is S22,653 a year, according to 
tlie Census bureau. If also is important to note that not all state and local sector workers have 
access to Social Securin'. For 27 percent of state and local employees, their pension is in lieu of 
Social Sccunt)-. This includes more than 40 percent of all teachers and a maiorin- of all public safely 
workers. Since these workers arc missing one leg of the desirable three-legged stool of income to 
replace a reasonable portion of earnings during retirement — the tlirec legs being Social Security, 
pensions, and private sa\*ings — their pensions arc somcw'hat lar^r and push up the average. 

Currently, employer ajntribuiions to state and local pension funds ec|ual, on average, 3.8 percent 
of state and local budgets, Ilus contribution is part of state and local operating budgets, while 
pension benefits themselves are paid from the accrued assets in the crust tunds. Employer 
contributions accounted for 27 percent of the revenues to pension trust funds, employee 
contributions accounted for 1.3 percent, and invcstmeni earnings accounted for 60 percent in the 
penod from 1982 to 2009. 

Funding Status of State and Local Pensions 

Pension funds in many states arc underfunded, and some seriously so. This is a problem that 
needs to be addressed over time in most states, throu^ some sensible measures, which I discuss 
below. More extensive changc-s are likely tt* be needed only in those states that failed in recent years 
to make the required contributions or that retmactively improved benefits without pro\'iding 
funding to cover the costs of those benefit improvements. ‘I’hese more troubled states include 
Illinois and New Jersey, as well as Colorado. Kansas, Kentucky, and Rhode Island. 

There is an ongoing debate over just how seriously underhanded state and local pension funds 
currently aa*, as well as over whether they arc sastainablc over the next number of decades, lliis 
debate, which primarily centers on how the current value of future liabilities should be measured, 
has heated up as pension funds lost substantial assets in the recent recession (as well as m the 2iH)l 
recession) and therefore are currendy reporting less than full fiinding. 

Using conventional assumptions that follow the rules set forth by the Governmental .\ecounting 
Standartls Board, ilie unfunded liability of suic and local pension funds is approximately $700 
billion. L*sing airemative assumptions based on discounting liabilmes by what is kno\\*n as the 
“riskless rate” — described below — the unfunded liability* is more than S3 trillion. 

L'nfiinded liabilirx’ is calculated as the current value of fuaire liabilities minus the value of assets 
on hand. It is worth looking at both sides of that equation. 

Assets 

About tsw-third-s of the 59^)0 billion in assets that pension funds lost during the recent recession 
has now l>cen recouped. Funding declined from $3.2 trillion in 2007 t<j S2.3 triUiun m 2008, but 
assets had rebounded to close ro S3 trillion at the end of 2010. Most pcasion funds, however, use a 
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procedure called “smoothing,” which pliascs in gains and losses in assets over a period such as five 
ye;ins to limit the volatilit) of their asset measure, llius, 2008 losses will continue to be reflected in 
the smoothed mcasua* of assets for a fc^v more years, after which the growth of assets will become 
more evident. 

'Ibe confusion over the amouni of assets held by pension trust funds may lead m some over- 
coneem about the funding status of the funds. Hor example, a report released last week by the Pew 
Center for the Study of States reported on funding stams at the end of fiscal year 2009 (june 30, 

2009 in most states and localities) and found that funding had dropped substantially from the 
previous year. But assets were much lower in the scc<»nd quarter of 2(Xi9 than in the most recent 
data for the fourth quarter of 2010. Both the smootliing and the lag in reporting means that the well 
publicized results of die Peiv study arc significantly affected by the temporar)' dip in assets during 
die recession, and will likely chan^* substantiaDy as the assets m die funds region ground and as the 
bad years work our of the smoothing formula. 

Liabilities 

The issues relating to the mea.surement of liabilities arc more complicated. 

Kconomlsis generally support use of the riskless rare in valuing state and local pension liabilities 
because the constitutions and hwn of most states prevent major changes in pension promises to 
airrcnt employees or retirees; thtw aigue dial definite promises should be valued as if invested in 
financial instruments with u guaranteed rate of rccura, like Treasun’ bonds. State and local pension 
fiinds, however, historically have invested in a diversified market basket of prh ate securities and 
received ai-erage rates of return much higher than the riskless rate - 8 percent on average over the 
pasr two decades. (A “riskless rate” wtjuld be about 4 percent or possibly less.) It also should be 
m»tcd that most economists are no/ aigumg that state and local pension fiinds should change their 
investment practices, liquidate their cquipi’ portloUos. and imTst solely in bonds. 

A key point to understand is that the issues of: 1) how states and localities should m/w their 
pensifm liabilities; and 2) how much they should tvruribute to their pension funds each year to meet 
their pension obligations are two separate issues, although they oln'iously are related. The estimate 
of more than $3 trillion in unfiinded liabilities that results from use of the “riskless rate” does wit 
mean states and localities should have to contribute that amouni to their pension funds, since the 
pension funds ver)* likclv will cam higher rates of return over rime tlian the 'I rcasur)’ bond rate — 
and that, in turn, means stares can achieve pension fund balances adequate to meet future 
obligations without adding the full 53 trillion to the funds. 

Implications for Budgets 

Work done by the Tenter for Retirement Rcsearcli at Boston College (CRR) finds, using CtASB 
assumptions, that slate and local contributions to pension funds would have to rise from 3.8 percent 
of .state and local budgets to 5.iJ percent of state and local budgets over the next .30 years to bring 
the pension funds to full funding. 'Ibis assumes that no other clianges are made in benefits or 
employee contributions to lower costs. 
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By c()ntrfl!5t, ('RR finds riiai contributifjns wfiuld have ro rise to 9 percent of state and local 
budgets to fiilly fund pensitms if a discount rate of 5 percent were assumed. Since many propemencs 
of the risklc.ss rate are sugj;csani» using the rare f(»r I rcasun’ Bonds, and the yield on 3()*year 
Treasun’ Btmds currently is bcl«iNX'5 percent, more ilian 9 percent of budgets would have to he 
devoted to penston contributions if the riskless rate became the basts for tltosc a>ntrihurions (again 
assuming that all else is held constant). 

Implications of H.R. 567 

In f"'cbruan\ 2U1 1 Congres.smcn Devin Nunes, Darrell Issa and Paul Ryan introduced legislation 
(H.R. 567) to rcc|uirc stares and local governments tf> report their pension liabilities to the federal 
government using the “nskle.ss rate” — defined as an interest rate tied to the I'reasun,- bond rare — 
as the discount rate t(» determine rbeir pen.sion liabilities. Any state f»r local government not 
a )mplying with this reejuirement would face a penalty t»f great severity — it would lose the ability hj 
issue tax exempt bonds, which states and localities rely upon t<» finance infr5i.stTuccutc consuiiction 
and related purpo.ses. 

In a number of way.s I think this bill is a “solution” in search of a problem Most people would 
agree that there is a need to standardize state and local pension rcp<rtting and make it more 
transparent — and that process already is underway. Extensive work has been dt>ne on these 
matters by which is an expert, non-polincal board appointed by the independeni foundation 

that o\*ersccs both private and public acamnring standards in the countiy. 'I*hc GASB board is 
composed of accountants and financial anah sts, many of whom have ser>^ed as state or local 
auditors or comptrollers; the board enjoys substantial respect in financial markets. GASB*s work on 
new pension standards is now nearing completion, and it is on track to issue the new suindards for 
state and local government reporting on the financial stams of their pension funds late this year or 
next year. 

l*he Nunes bill would effectively short-circuit and override the GASB pri>cess by issuing a federal 
edict on how pension funds are to report liabilities. It would be unsound policy ro substitute heavy- 
handed and unnecessar)' federal intrusion for the CtASB standards and rhe financial market 
discipline tliat induces state and local governments n> comply vvath thfise standards. 

'I'hcre are a number of other, related pniblems with the Nunes proposal, as well, including: 

• It D>uJd sow public a>nfusion, as it would likely lead the public and many polic)Tnakers to 
believe that the amounts that slates and localities need to deposit in their pension plans each 
year arc substantially larger than the amounts actually needed. Misunderstanding of the kwel tif 
coniributirias required could lead to e.xccssivc aits in parts of .state budgets (such as 
education) and/or greater-tlian-needed tax increases in order to free up more room in state 
budgets for the gready increased pension contributions; it also could generate pressure to end 
defined-benefit pension plans. 

• The legisianon could unnecessarily spook the bond markets, leading to higher borroN\ing costs 
for .states and localities. 

• .V new federal bureaucracy would have to be created to gather, process, and verify* the 
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informiicion for the oationV 2.550 state and local pension plans and to apply and enforce any 
federal penalties that would have txi be applied under the legislation. The new bureauctac\' 
would be created at a time wlien the federal government is m ing to cut ctists. 

lliese important pn)blems are di.scussed bel(AV in more detail/ 

Short-circuiting and conflicting with GASB 

I’or the past four years, the Governmental Accounting Standards Board — which sets stanilard.s 
for financial accounting for governments, just as the Financial Accounting Standards Board (F'ASB) 
docs for private sector businc.sscs — has been conducting extensive research and consultation with 
well over lOD stakeholdcns including public hearings, to develop new pensirm fuiancial rep<uiii\g 
standards. ‘I’hc standards are expected to be promulgated next year. W'hilc Cj.ASB has no authorin' 
to mjitin states and U>calitics to follow its standards, b<md raters and financial analysts generally l<H‘k 
askance at go\'crninenral entities that dt) not ct»mpoTt with the standards. Thus, G Ai>B standards 
typically become the deftich financial accounting rules for state and local g«n’emmenis, hecaitst at' 
the discipline of the financial markets. 

The new Ci.AhB standards have been i.ssucd tn draft form. Assuming that the final standards will 
be similar ti» the most reciTit G ASB draft, the new .standards will provide for many fewer choia*s of 
methods and move state and local governments to issue annual statements of the financial posioon 
of their pension fiinds that are comparable to one another. Unlike the Nunes bill, the forthcoming 
GASB standard addresses a wide array of areas of pension financial reporting, including the liability 
accrual basis as well as other areas, in its effort to achieve accuracy and much greater uniformity. 

In addition, while the Nunes bill reijuires use of the interest rate for I'rcasury bonds m dercrminc 
the funding status of pension fiinds, the draft GASB standard explains that the liability amount that 
results from using the ‘^riskless rate^* to calculate fund liabilities does mf reflect tlie amount that state 
and local governments need to deposit in their pension funds. The GASB draft sjud use of the 
riskless rate for determining stare and local contribution levels woiuld not be . .consistent with the 
view . . . that the present value of projected benefit payments should reflect an expecrarion of the 
employer's pnijected sacrifice of resources, reduced by the expected return on mvesmients.** 

'I’o estimate the amount of pension fund assets actually expected to be available to finance 
pension payments, the draft CiASB standard calls for ase of the actual expected rate of renirn, 
because it better reflects the level of contributions that will be needed. Ihe G ASB draft does 
require use of a lower interest rate for projecting benefit payments expected to have to be made after 
the projected point at which a plan’s assent are expected to be depleted. For ihc porri(»n of future 
liabilities for which current assets or expected contributions and assocLited earnings cannot be 
identified, the Ci.\SB draft standard uses an interest rote derived from an index rate for state and 
local governmental bonds of high quality. 

.\ccordinglv, the overatt cate that the Gv\SB draft w'ould use to estimate the level of contributions 
tluir state and local governmenns need to make to their pension funds would bascxl on a A/cWof 
the expected rare of return on a fund’s existing and expected assets und the race of return on high- 


' I'ora fuller dc«cnption of rhe problems with this upproach, see Ins Lav, l*rofmsed Pub/u Pfunop 

pj/fttirgmulji In' f PiHfffsaty, Outer <m IJwdi*ct and Policy I’noricies. .Nfarch 14, 201 1. 
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i]ualiri’ municipal bonds (which would be applied to the additional funding that wU be needed). The 
precise blend would depend on vanous factors related to the funding status of tlie pension fund, but 
it is clear that less well- funded plan.s would be rci|uired to use a lower discount rate ri> reflect die 
greater nsk to their abilit\' tf» pay benefits. 

A large amount of analysis and thought has gtme into the development of the new GASB 
standard.s. The procc.ss of developing these standards has been tine intt) which stakeholders and 
interested parties have had an opportunit)’ to provide input and analysis, and the GASB Board has 
spent considerable time scrutinizing these submissions and i^rious other analyses. Wlien the final 
standard is issued, it is likely to have strong compliance. 

Adding to Public Confusion 

Given the complexities (jf determining die appropriate discount rate and understanding its 
meaning, there is risk that a federal rule that mamhtes A'aluaritin on the basis of the “riskless” rate 
would sow confusion between the unfunded liabilin- valuation and the amounts necessan- for state 
and Uical government to contribute to the plans. Tlie public is unlikely to be able tr> distinguish 
between the valuation reijuired under die Icgisladon and the required annual contribution levels, 
especially if the large unfunded liabiliti* numbers derived under the legislation’s reporting 
reijuircmcnts are widely publicized. This may lead some polici’makcrs to conclude dial the levels of 
re(4itia'd coniribudons arc unaffordable and rhe pension plans no Ifmger viable when that i,s not the 
case. 


M<jre specifically, if states and localities arc pressured to increase their annual pension 
contribufions to meet the much larger contriburifin amounts that would be required if rhe “riskless” 
discount rare were used mechamcally to calculate the contribudon levels, any of several deleterious 
effects could result. States c<.>uld end up cutting educadon or other prioriti* investment.s in order to 
tree up room in their budgets for pension c^intribudon levels that exceed the amounts needed to 
cover future pension Uabilides. Or, states could raise taxes more than is needed. Moreover, die 
overfunding of pension plans that ultimately veould result could lead to demands for increased 
pension benefits that would not represent a sound use of resources. 

Aliemadvely, if states and localides are pressured to raise their pension contribudons ro die levels 
that would be needed if pen.<ion funds actually inve.sted solely in bonds, that could induce more 
states to abandon defined benefit pension plans altogether. That appears to be one of the g^ials of 
some of the bill's sponsors. Commenting «»n an idenrical bill introduced in rhe lasr Congress, a Wall 
Strtet /wtw/cditorial said, “’Ihcir bill would encourage governments to switch to defined- 
contribudon plans by revealing the true magnitude of their unfunded liabilidcs.”* 

To be sure, many states and localides do need to increase the amount of funding they deposit in 
their pension funds to address their unfunded liabilidcs. But they do not need the massive increases 


• '1’uhlic Pension \ lygicne Act,” Wall Strr^i 22, 2Ul I Rep. Nums also told a gnnip of<'aIift»mia 

government officials whai this vvtl! only set up. the fi»lks m the pnvatc sector figured out a long rime ago. 
>viui ihar you have to get av.^y from rhe defined iKMiefii plan (pensirms) and srnnehovv get to a defined coninbuhon 
(401 fk)-styic plan)”; sec TJ Mendel, “Pension IX*bt llfll New Drive Toward 4fil fk)s" ( posted I'cbruan' 21, 
201 1. htr p. /. c^i p L^^8n^o.^ co in, 201 1 >' 02.' J1 p i:n.Mi~i n cle 1if-bin ne u- Jrivc-tnWi<rd 40ll(s/ 
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in tomributions that vt'oiild be required if pension funds vecre to invest solely in bonds and to 
receive the bond rate of return. 

Potential for Spooking Bond Markets 

Spooking bond markets could be another consequence of the conhision created by the Nunes bill. 
State and local bond markets have been volatile rcccntiy. In particular, an appearance on the 
television show 60 Minules by a financial analyst predicting 50 to 100 s^^ficaiir bond defaults this 
year — a claim that later was shown not to be supptirted by solid analysis and that Is extremely 
unlikely to be borne out — is thought to ha\x playctl a significant role in causting some investors to 
lose confidence in municipal bonds at the end of 2010 and beginning of 201 1, resulting in a sizeable 
sell-off of diose securities. States and mutiicipalities have had to tjffer higher interest rates rti sell 
their bonds because of this loss of confidence, a situation that is only now slowly mming around. 

Tile potential of large and confusing unfunded liability numbers appearing on a federal 
govetiunent website could have a similar affect on the bond market, especially since those numbers 
would not represent the amounts that states and localities actually need to contribute to their 
pension fitnds to cover their obligations. Not every financial analyst, bond trader, or mutual fund 
intestor undersiands the complexity of state and local pension financing and thus would know how 
to interpret these data. The legislation and the data it requires hold the potential to fngliten 
poieniial investors unnecessarily and thereby result in higher interest costs for stales and localities. 


Creating a New Bureaucracy 

iZach of the 2,550 distinct state and local pension plans in the country provides information about 
its plan. The federal government does not collect or compile tliis informadon. 

.'Vs a result, insrimting the Nunes bill would necessitate creating a new bureaucratic enntv within 
the Treasury Department to maintain informadon on active state and local pcnsiim plans, collect 
relevant reports from state and lixal governments, assure the timeliness of those reports, check 
them for accuracy and for compliance with the terms of the legislation and the implementing 
regulaoons, communicate with scares and localiues regarding any discrepancies, and enforce the 
penaldes (de.sctibed bdow) on states and localiries that arc out of compliance. This new bureaucracy 
would be created at a rime when vinually everyone is looking for a way to cut federal government 
expenditures. 

It is financial analysts and the securides markets that can effectively enforce discipline on the 
peresion repomng of states and localides. (ince the new G.\SB standards are in place, the strong 
market incentives for compliance with those standards will assure that the reported financial status 
of pension plans is comparable across plans, 'nds is a clear example of a situation in which the 
operation and discipline of markets is preferable to the imposirion of federal regulations. 
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A Common Sense Strategy for Improving Pension Funding 

States' i»pri<>rts to reduce the costs of their pension plans as a way to bring assets and liabilities 
into balance arc somewhat constrained becaase key proxnsioas of current pension promises u> 
current employees are legally guaranteed in most states. Moreover, changes to public employees’ 
c(»mpcnsaiion will affect the abilii)' of states and localiues to attract and retain workers. Currently* 
the pay of public-sector wtirkers is below that of their pm'atc-sccror counterparts: **Apples-to- 
apples” studies find rliat stare and kical workers are paid 4 to 1 1 percent less than pri\'atc*sec[f>r 
workers with similar education, job tenure, and other characteristics.' Benellt.s, including pensions, 
make up some of that difference. States that slash benefits deeply ft>r new w'orkers (and current 
workers in states where that’s alk iwed) run the risk of dissuading the best young w^irkcrs from 
entering careers in education, health care, public safcr\'» and other areas that are important for a 
state’s long-term economic fuaire. 

Nc\'crthclcss, many states and localities have been raking a variety of actions over the past few 
years to improve the funding status of their pension funds. Some 1 ! states last year increased 
employee contributions tinvard their future pension cos(.s, and 16 states made changes that will 
reduce benefits for fumre employees .such as changing the formub lused ttj set pension levels. 

(Several state.s fall m both categories.) In addition, a number of states mduced or eliminated cost-of- 
living increases in pension payments, primarily for future employees. Other states have niade 
changes that will facilitate more omsistenc and adc(.]uatc funding for pensions, such as rec|iunng at 
least a minimum contribution e\’er)* year. Most states in which there b significant underfunding ore 
well aware of the prt»blem and are moving to address it in a variety of w^v'S. 

These types (T actions are among the steps that states and localities can take, within the curreni 
legal, fiscal, and ectinomic framew'ork, without throwing their budgets our t^f wliack or harming their 
economies. 1 believe state.s and localities should: 

• .\ct now CO craft a plan to restore pension enwr ftmds to solvency gradually. The long-term 
nature of the problem means that most state and local gtivernments can fashion a plan that 
defers placing significant additional pressure on strained .state budgets for a few years until scare 
revenues have recovered from the economic downturn. 

• Move carefully to cliangc, as necessaiy', their methods for determining needed state and local 
contributions. Heejuirmg much larger contributions now, while state budgets ate still in crisis, 
would mean tliat states and localities would have to take even more resources away fmm orlier 
important areas like education (or raise caxe.s more) at a time w hen they are :dready cutting 
important semces and investments deeply. 

• Immediately change pension rules to reduce the potential ft)r uncommon bur damaging abuses 


* See, for example, atulysi.* of (aitrcnt Populamm Survev" daa m Kciih A. Bender and fohn S. Hc|iWfj<id, Ouf «/ 
Comffannji PffMcitkJ Pntuu t»<fr20 Yfut\ C^cnicr for State & l.ocal f »overamcof lixccUeiicc fOsl.f iK). 

National In&urutc on Rctironeni Seeurirv", April 20I0, page 7, lutp:/ . w <'S tus / \2t<0l'-ini’ 

5AI ’.I. -IVJn RH I .r ilililltCtlU S roi'') 'itH2 l (t Ai:iU.f.DUf.'‘..7n.in>|- : and 

John Sclimm, Ti/e ir'rf!.* Vtiia/ty fttrShitt >4mt LacjlCtturmHUN/ (imphyttJ, (Jenrer for Ivconomie .ind Policy Rciicarcli (t'.lCPR), 
March 2lM0, htTp:J/wvv\\:.eyp.r,iicl/il<K 
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such as “double-dipping” (where, for example, a person cUiims a public pension while 
conanumg to draw a government salary) and “spiking” (where employees ;irrificial]y intlatc their 
final year’s earnings in order to boost their pensions). 

• Cftadually address undcr-lundcd pensions witit a balanced combination of adequate 
coniribuQons to pension funds by governments and employees (in the stares w'here employees 
arc not already contributing adequately) and restructuring of Ijcncfits as appropnatc. For 
example, many .states and localities arc following the lead of the i^ocial Sccunt>' system and 
raising the age when an employee qualifies for a full pension to reflect die faci that people are 
staying healthier longer and living longer than in the past. For example, last year alone, 12 
states upped their retirement ages including Illinois (to 67), Pennsylvania and N'ermont (to 65), 
and Mtgmia (to match Social Sccurit)'’s full retirement age). In almfjst all states and localities, 
ptjlice, firefighters, and employees in other physically demanding jobs aa* allowed to retire with 
full pensions at a younger age than other employees. 

• (‘ondniie to offer defincd-benefit plans, since to do otherwise would actually make it harder for 
states to restore fiind balance, as explained below. 

Defined Benefit v. Defined Contribution Plans 

Ibc issue of whether states should dose their defined benefit plans and switch over to offering 
defined contribution plans has received considerable discussion and dcscnc.s attention. Tlicrc are a 
number of reasons why these conversions do not make sense from cither a fiscal or rcrireinent 
security perspective. 

First, closing a dcfined-benefit plan to new hires has no effect on a state’s current unfunded 
liability’, so it docs nor addre.ss the maj(»r funding problem most public pension systems currently 
face. ( )n the contrary, it can wise annual costs by making u harder for a state to pay down those 
existing liabilities, because the plan will include few'er employees and fewer contributions going 
forward, frhis would become parricularlv problematic if adopts proposed rules tliar would 

significantly reduce allmvcd amonixaiion periods.) 

In addition, a dcfined-contribution plan is a more expensive way to pnnidc a given level of 
retirement income to employees because it lacks the benefits of imprtjved investment returns that 
result from a pension trust fiind’s pooled investments, professional money managers, and shared 
administrative costs. 

( >ne advantage defined contribution plans often cited by proponents is that they reduce risk for 
tile employer, who faces no future liability' once tlic contributions are made. This rcductitjn in rtvsk, 
hirwcver, is a major disadvantage fiom the point of view of individual employees wlio now face the 
risks of inadequate retirement income or oudiving their retirement sa^^ngs. 

Anotlier argument for dcfined-contribution plans is that younger employees are less likely to 
remain in one job for many years and are attracted by the portability of indi\'idual retii'ement 
accounts. 'Ibis desire for flexibility’, howtwer, may not be enough to offset the shift in risk from the 
employer to the employee, as well as other problems with defined-conmbution plans. In addition, 
die experience of stales tliat offer emplo\*ers a choice between defined benefit and defined 


9 



48 


contribution plans shows that, when given a choice, most public employees prefer defined benefit 
plans. 

S<uTic states have med to get the best tifb<Jth the defined'C<ininbution and defmed-benetlrs 
approaches by creating a hybrid that prtnidcs a reduced defmed-beneht plan in addition to a 
defined-ctmtribution plan. Michigim (in its teachets’plan) and L’tah recently adopted this approach, 
and other states are considering it. (L'tah gives employees the rtprion to go completely to a defincd- 
contribution plan.) This reduces the risk for employees somcwltat. Vnothcr way to mitig«ue .some 
of the risk of defined coiuriburion plans is to include provisions like automatic enrollment, marching 
emplf>ycr contributions and access to investment managers. Ntjnc of these pro\*isions. however, 
give employees participating in a defined contribution plan the same level of retirement secunt)' as 
those in a defined benefit pkin. 

States and local governments considering dcfined-contribuaon or hybnd plans solely for the 
purpose of sa\'ing money wtiuld be well advised to lix^k carefully at the experience of other states. 
Tor example, lhah’s employer contribution under it.s new plan (10 percent of payroll) is higher than 
the contribuOons that a number tT states typically make to their defined-benefit plans. In addition, 
Ne\*ada decided against putting new hires in a defined-contribution plan when projections showed 
that die state’s total pension costs would increase, since die state would have to increase its 
contriburions to offset the loss of these new emphiyec.s to the state’s defined-benefit plan.^ 

Similarly, Kenrucki' found diat conversion to a defined-contribution plan would increase the state’s 
costs for close to 20 1 ’cars.* 


Conclusion 

‘Hicre is no need for the ft*deral government to take actions that could result in undesirable 
changes in state and local pension plans. Proposed federal requirements would undercut die G ASB 
process to scr smndards on which financial markets rely, and is unnccessari' because market 
discipline will enforce the new GASB standards. In addttifin to being unneces5ian‘, the requjrcmcnt> 
Would have a number of undesirable effects tncludmg .sowing public confusion and thereby forang 
states and localities make larger than iieccssan' reductions in vital scn'iccs or increases in raxes, 
potentially spooking bond markets and raising the cost of boiroxsnng for states and localities, and 
requiring creation of an entirely new federal bureaucraty at a time when additional federal spending 
can least be afforded, 

\ combination of the recovery of market losses sustained during the recession, modest increases 
in employer (and in some ca,<es) empltiyet contributions, and moderate restructuring of benefits 
should be able to resn»re the vast majoritv of state and knial pension plans to full solvencN*. 


■* ’rhv Scgsl tl<»mpanv. Rr/irrmeMf Syt/cm of lt*e SuUe it! v) Oftimi ,iml 

OffintJ Coniriitnlmi 2h1cV 

* ‘*\cui«ri;il .Vnalysiii i>rScn!iur IWI 2 Ixcicr ii» Mt. William A. ‘tliciku, (XXl, Kciuueky Rcurfmcni Sysunw. 
njMSfd I'cbman 25. 2tl( I 
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Chairman BOUSTANY. We will now begin questioning, and I 
will begin here with Mr. Barro. 

Some States and local governments have actually borrowed 
money in order to make contributions to their pension funds. And 
in these cases, the government borrows money in hopes that the 
pension fund earns investment returns greater than the interest 
rates so that they can remain solvent and meet their liabilities. 
This might work well if the investments actually earn a great deal 
on returns. But what happens if the investment actually loses 
money? Is this really constituting buying stocks on margin in ef- 
fect? 

Mr. BARRO. That is really exactly what it is. One of the great 
champions of this was Governor Rod Blagojevich of Illinois who 
pushed forward a $10 billion pension obligation bond issuance in, 
it was either 2003 or 2004. And yes, this practice is purely a crea- 
ture of the use of discount rates roughly in the range of 8 percent; 
the idea is the government can borrow around 5 percent, invest, 
earn an 8 percent return and they are just getting free arbitrage 
there. Now, of course, the problem with is that the equity invest- 
ments are risky and the payments that you have to make to the 
bondholders are fixed. 

And so, yes, if the market performs poorly, it is exactly like buy- 
ing stock on margin and losing. You shouldn’t be under the illusion 
that because the State issues pension obligation bonds and uses 
them to buy assets to put in a pension fund that it has somehow 
improved its overall fiscal solvency. 

The other thing I would note is that it creates avenues for other 
chicanery, which we saw in Illinois where the State issued 10 bil- 
lion in bonds but only used about 7.3 billion of the issuance to 
shore up the pension funds. The rest was used to service debt on 
the bonds and to close gaps in a couple of years of State budgets. 
So it is just another way for the government to make its books 
more complicated, hide borrowing and further actually worsen a 
State’s fiscal situation. 

Chairman BOUSTANY. Thank you, Mr. Barro. 

Mr. Gold, do you want to comment on that? 

Mr. GOLD. I think you have it right. I think Mr. Barro has it 
right. It is borrowing to invest in risky assets. I began writing 
about this when I did my dissertation in 1999. And all I have seen 
since then is greater and greater issuance. Illinois is one of the 
poster children, but a number of other States have ventured down 
that risky route. 

Chairman BOUSTANY. Thank you. 

A new report released yesterday by the Congressional Budget Of- 
fice said, and I quote, “By accounting for different risk associated 
with investment returns and benefit payments, the fair value ap- 
proach provides a more complete transparent measure of the cost 
of pension obligations than the actuarial standards that are cur- 
rently in use.” 

So for the panel I would like each of you to address this. Do you 
think that CBO is correct? Or are current standards more accu- 
rate? Why don’t we start with Mr. Stapleton. 

Mr. STAPLETON. Thank you, Mr. Chairman. One of the many 
reasons why I am a strong supporter of this particular piece of leg- 



50 


islation is that, in my view, the Government Accounting Standard 
Board has not done its joh in maintaining uniform standards that 
are in line with the financial accounting standards boards which 
govern private sector companies. You can look at any number of 
things, including not fair value assessing what the liabilities are. 
You can look at amortization rates. They allow the amortization pe- 
riod to be far greater under GASB rules than under FASB rules 
allowing for a smoothing of write-offs over a much longer period of 
time. 

In the private sector, plan liabilities are valued separately. 
Under GASB plan liabilities, the expected rate of return equals the 
actual rate of return. In the private sector, liabilities are valued 
using corporate high yielding bonds which come out around 6 per- 
cent. 

And the issue of the sensitivity analysis, I was with Mr. Attmore, 
the Chairman of the Government Accounting Standards Board a 
number of week ago. I asked him from a disclosure standpoint, will 
you simply provide a sensitivity analysis so that people. State lead- 
ers and public policy makers can judge for themselves what these 
liabilities may be? And he said no. 

And so I view this as simply transparency of information, of peo- 
ple being able to reach their own conclusions, whether it be State 
leaders or public policy makers. Thank you. 

Chairman BOUSTAISIY. Thank you. 

Mr. Barro. 

Mr. BARRO. Yes. I would just say briefly that I think CBO was 
absolutely right in its characterization of the appropriateness of the 
fair value method for valuing liabilities. And frankly, I think it is 
a reflection of the near unanimity on this question in the financial 
economics community. It is often portrayed as a debate. But the 
main parties that you see defending the 8 percent discount rate 
practice are pension fund managers and actuaries. I think that 
there isn’t a good financial economics argument for the use of a dis- 
count rate associated with risky investments to value a liability 
that is not risky. 

Chairman BOUSTANY. Mr. Gold. 

Mr. GOLD. In my comments, I made a distinction between a 
funding law such as the PPA of 2006 and a disclosure bill or pro- 
posals coming out of GASB. There is a history which is built into 
actuarial methods for guiding funding over long periods of time, 
and from that history, developed many of the practices which found 
their way into ERISA, found their way into accounting and so on. 

Financial economics is exactly the — well, financial economics ad- 
dresses the difference between an engineering approach to devel- 
oping contributions, which at some future date will be adequate if 
things work out, and valuing promises made today. And the finan- 
cial economics, or fair value approach, is far superior for accounting 
purposes. 

Chairman BOUSTANY. Thank you. 

Mr. Kurtter. 

Mr. KURTTER. Yes, thank you. We do believe that pension fund 
unfunded liabilities may be overstated because earning rate as- 
sumptions don’t reflect current market conditions, that direc- 
tionally those rates are too high. GASB is considering initiatives to 
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lower those rates, and several States and pension plans have al- 
ready taken actions to begin lowering those rates. 

We don’t have an opinion about what the right rate is other than 
to note that directionally these are moving toward more realistic 
number. We look at pension funding on a case-by-case basis for 
each credit involved, and that this is really only one factor that we 
look at in our overall credit assessments. 

Chairman BOUSTANY. Thank you. 

Ms. Lav. 

Ms. LAV. I would not say that 8 percent is the exact right num- 
ber right now. As Mr. Kurtter said, a number of pension funds are 
bringing that down, and one needs to figure out what the right 
number is. But CBO’s preferred method is using municipal bond 
rate, adjusted for its tax exemption, and as they note in a footnote, 
there are a number of anomalies to that idea. This is for disclosure. 
I should back up and say they say that that does not mean that 
that should be the way that funds contribute. 

As I said, those are two different things. But even using munic- 
ipal bond rate for disclosure has its problems. For example, the 
bond rate is higher in the States with the weakest fiscal system. 
So you have a situation with a higher rate, you have lower pension 
liabilities disclosed if you have the worst fiscal system because your 
bond rate, the interest you have to pay is higher. That doesn’t 
make any sense. Also, if you compare with corporate bonds, which 
have interest rates in the 6, 6V2-percent range, they use their bond 
rates to discount liabilities. But everybody knows that corporate 
bonds are more risky than municipal bonds. So they get to use a 
higher discount rate and show lower liabilities because their bonds 
are more risky than State and local bonds? So there is some basic 
fundamental problems with these conceptions that don’t necessarily 
make sense in the actual world. 

Chairman BOUSTANY. Thank you. 

Mr. Lewis. 

Mr. LEWIS. Thank you very much, Mr. Chairman. I want to 
thank each of you for being here this morning. This question is for 
the entire panel. My time is limited, so I ask each witness to an- 
swer either yes or no to the following question. 

Do you support closing public pension plans? 

Mr. STAPLETON. No. 

Mr. BARRO. It depends on the State, but in most cases yes. 

Mr. GOLD. I am sorry. I missed a word. I am not very good at 
hearing. Do I support what? 

Mr. LEWIS. Closing. 

Mr. GOLD. No, I do not. 

Mr. KURTTER. Moody’s does not have an opinion on that mat- 
t/6r 

Ms. LAV. No, I do not. 

Mr. LEWIS. Do you have a personal opinion or are you speaking 
for Moody’s. 

Mr. KURTTER. I am speaking for Moody’s. 

Ms. LAV. No. 

Mr. LEWIS. Let me just ask, does closing public pension plans 
save money? Ms. Lav? 

Ms. LAV. No. 
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Mr. LEWIS. Why not? 

Ms. LAV. If you have unfunded liabilities that exist from past 
service or from market losses, you still have to pay off those un- 
funded liabilities. And if on top of that you are creating a defined 
contribution plan, you haven’t lost those liabilities. You still have 
to pay them off, and you have to put money into a defined contribu- 
tion plan. And in fact, a defined contribution plan for any given 
level of retirement security you want to provide for your employees, 
which is important for attracting quality employees, then you have 
to put more money in a defined contribution plan like a 401(k) kind 
of plan because then you don’t have the benefits of pooled invest- 
ment and professional management. 

Mr. LEWIS. Ms. Lav, I would like to understand more about the 
people who benefit from public pension plans. 

Ms. LAV. Sure. 

Mr. LEWIS. What type of State and local workers are eligible for 
public pension plans? 

Ms. LAV. Most State and local workers benefit, so we are talking 
about first responders, we are talking about correction officers, we 
are talking about teachers, we are talking about social workers and 
nurses and bus drivers, schoolbus drivers, a whole range of State 
and local workers. 

Mr. LEWIS. To continue, how much, on average, do these retir- 
ees receive in pension benefits? 

Ms. LAV. Across States, the Census reports that they receive an 
average of about $23,000 a year. 

Mr. LEWIS. Could you tell us whether all State and local work- 
ers participate in Social Security? 

Ms. LAV. No. All State and local workers do not participate in 
Social Security. 

Mr. LEWIS. What are the exceptions? 

Ms. LAV. The exceptions are quite a number of teachers, about 
40 percent of teachers and a majority of public safety workers like 
police and fire, and then there are some States, a few States, where 
most of the workers don’t participate. So those workers need more 
from their pensions because they don’t also have Social Security. 

Mr. LEWIS. Could you tell the Members of the Committee what 
is the purpose behind providing workers with pension benefits? 
What is the intent? 

Ms. LAV. Well, first of all, studies that do what we call apples- 
to-apples comparisons find that public workers particularly at mid- 
dle and higher income, or middle and skilled areas, are paid less 
than their private sector counterparts. So pensions are part of their 
compensation. 

But in general, it is important that people have retirement secu- 
rity. And this is part of how State and local governments attract 
quality workers to do the work. And so they provide deferred com- 
pensation as well as current compensation. It is a choice that has 
been made, an important one. 

Mr. LEWIS. Thank you. I thank all members of the panel. Mr. 
Chairman I yield back. 

Chairman B OUST ANY. I thank the Ranking Member. 

Mr. Buchanan, you are recognized 5 minutes. 
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Mr. BUCHANAN. Thank you, Mr. Chairman, for doing this most 
important hearing. I also want to thank our colleague. Congress- 
man Nunes, because I think it is very critical. I just think back, 
we were being in business for a lot of years we had profit sharing 
plans and 401(k)s that we have now. But I look back on the last 
10 years and if you take a look at S&P, for example, they are fiat- 
lined. 

So my point is, I am looking at these, I was thinking in 2008 I 
was sitting around with a bunch of people having dinner at Christ- 
mas just b^efore that news, maybe 15, a lot of them were investors 
and everything, and the market, everybody lost a third of their net 
worth then. 

So when we talk about someone put a number together at 8 per- 
cent or 4 percent or 12 percent, in these uncertain times, you can 
come up with any number you want. I always refer back to the rule 
of 72 that if you have an 8 percent number, it doubles in 9 years. 
But the bottom line, these are different times. So it just seems like 
we have to reassess where we are at. We need more transparency 
so that it doesn’t lead everybody into bankruptcy. 

So I will start with you, Ms. Lav. What do you think a number 
should be today when you are looking to put together what you 
might have to pay out in the next 10 or 20 years, what number? 
Because if you look at the bond rate, maybe there has been some 
appreciation, but if I look at interest rates today, it is almost free 
money if you are going to go into Treasuries, and the equity mar- 
kets have been zero for 10 years on average, but historically for a 
lot of years, they were 10 percent. 

But where do you even begin to get a number that makes any 
sense? That is why I am concerned as more people retire, someone 
mentioned 8 percent, do we need to be dealing with 1 percent? 
What makes sense going forward for the workers? 

Ms. LAV. I am not going to put a specific number on it. I haven’t 
done that research. That is not what I do. 

But I do know it is not — it is very unlikely to be 4 percent. You 
know, I think that it would be somewhat irresponsible for States 
and localities just to invest in Treasury bonds. I think that would 
not make any sense. That would not 

Mr. BUCHANAN. But you understand the S&P, in the last 10 
years, went down, has been down, it has been fiat-lined at zero and 
it went down 38 percent in 2008. How do you get to a number of 
4, 6, 7 percent with any confidence going forward? 

Ms. LAV. Well, I mean pension returns have not been, the re- 
turns to pension funds have not been zero. 

Mr. BUCHANAN. What have they been in the last 10 years? 

Ms. LAV. In the past couple years, they were in the double dig- 
its, they were down in the recession 

Mr. BUCHANAN. Do you know what the returns have been in 
these pension funds on average? Take them across the board. What 
is the average for the last 10 years? Do you have any idea? I don’t 
even know that number, but I know my overall returns have not 
been good. 

Ms. LAV. I think CBO had a number, it was in the neighborhood 
of 3 percent or something like that. But this was through two back- 
to-back recessions. I certainly don’t think you necessarily want to 
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plan for the future of having two recessions, one of them the larg- 
est since the Great Depression within 10 years, I don’t think that 
that is a realistic way to plan either, to assume that that is going 
to happen. 

Mr. BUCHANAN. These are different times today. I am an opti- 
mist, but at the same token, the reality of it is a lot of people are 
reassessing where they are at. I can’t tell you — I represent Flor- 
ida — how much retirees that were hoping to retire based on a 6, 
8, 4 percent number. They are not seeing those returns, so now 
they are working longer and those kinds of things. 

Mr. NUNES. Would the gentleman yield? 

Mr. BUCHANAN. Yes. 

Mr. NUNES. Mr. Buchanan, I want to thank you for your kind 
words on the bill. I want to make sure, I know the bogeyman is 
out here and people are talking about 4 percent or 3 percent and 
the detractors to this bill that are against transparency continue to 
use that rate of return as if that rate of return was meant that the 
Federal Government is now going to say this is what the return is 
going to be. 

The purpose in drafting the legislation had nothing — when we 
looked at that rate, was to do nothing other than to protect the 
workers from the employers, meaning the government. Because 
really, when we look at that discount rate of today, which would 
be around 4 percent, it is not to do anything but compare oranges 
to oranges or apples to apples, so that you can compare a plan in 
Fresno, California, to a plan in Florida. And that was the purpose 
of this discount rate. That is why we put this in there just to have 
a conservative rate so you would be able to compare these plans 
across State lines and from entity to entity. 

Mr. BUCHANAN. I thank the gentleman. But I guess my point 
in saying all this is I was trying to work toward the uncertainty 
that we have faced in the last 10 years. And we need more trans- 
parency. And I appreciate your effort. 

Thank you. 

I yield back. 

Chairman BOUSTANY. I thank the gentleman. Ms. Jenkins, you 
are now recognized for 5 minutes. 

Ms. JENKINS. Thank you, Mr. Chair. 

And I want to thank you all for being here today. 

I find it a bit ironic that Congress, which doesn’t have the polit- 
ical will to take action to fix Social Security is here today talking 
about our grave concern with our State and local government pen- 
sion plans. 

So I am not sure that any of us have much credibility on this 
issue. But I have great respect for the panel in particular as a 
former president of the National Association of State Treasurers, a 
State treasurer myself, and a board member on our public em- 
ployee retirement system in Kansas; I really have the utmost re- 
spect for State treasurers. So I would like to address some ques- 
tions to Treasurer Stapleton. 

Some have commented that this bill, H.R. 567, is unnecessary be- 
cause the Government Accounting Standards Board, GASB, al- 
ready provides standards for State and local pension plans. I would 
just like your response to that. 
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Mr. STAPLETON. This is not the case. GASB standards, in my 
opinion, have basically permitted plans not only to adopt their own 
rates of return, but basically act like the wild West when it comes 
to assuming plan returns. That is why there are no credible levels 
of comparison between plans. 

I spoke earlier about differences in amortization length. Obvi- 
ously, the longer the amortization period, the less you have to write 
off in a given amount of time. Under the Financial Accounting 
Standards Board, which governs the private sector it is a much 
shorter length of time to write off plan assets. 

I have been very disappointed with the oversight of the Govern- 
ment Accounting Standards Board and their refusal to trans- 
parently invest in information that will allow public policymakers 
to make informed decisions. I see this bill as a nonpartisan bill, as 
a bill to increase information, whether 4 percent is the right rate 
of return, I can guarantee you that 8 percent is not the right rate 
of return. If you go into the insurance market and try to get a pri- 
vate contract or somebody to guarantee you a rate of return, you 
will never find somebody that will guarantee you an 8 percent rate 
of return. 

States have increasingly tried to regulate the insurance indus- 
tries, and when they have done that, they have required plans to 
have more assets than liabilities. And so if GASB had done its job 
or would do its job and require the same standards that are appli- 
cable in the private sector, we wouldn’t need to be here today. But 
it is refusing to do that. And so plan members are not getting a 
uniform level of information to assess liabilities. And public policy 
makers need this information for State governments to responsibly 
respond to these liabilities because the fact of the matter is that 
plans are not taking the advice of their own actuaries. 

Just look at what happened which was chronicled in The Wall 
Street Journal with Calpers a few weeks ago. They told the board 
to lower the rate of return, then they started getting letters in from 
school districts, from local governments around the State that said, 
we cannot afford for you to lower the rate of return. And they said, 
we are going to discount the professional advice of our actuaries 
and create in effect a deferred liability for future generations. And 
we cannot allow that to happen. 

Ms. JENKINS. Excellent. Thank you. The bill, the Public Em- 
ployee Pension Transparency Act, is not mandatory, but does condi- 
tion the continued ability to issue tax exempt bonds upon filing cer- 
tain information about State and local pension plans to the Inter- 
nal Revenue Service. As a State elected official, do you think that 
is fair? 

Mr. STAPLETON. Absolutely. This does not force compliance. 
There is a carrot, which is tax exempt bond financing. But even if 
States comply, after they comply and issue this information back 
to the plan holders and back to their States, they still don’t have 
to adopt the rate of return. It is just a way to get greater informa- 
tion. 

And as I said earlier, I asked Mr. Attmore at the Government 
Accounting Standards Board what is the problem with providing a 
sensitivity analysis of different discount rates? Let’s look at 8 per- 
cent, let’s look at 6, let’s look at 4 percent, but let’s make sure that 
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public policy makers at the State level have a wide range of infor- 
mation from which to reach conclusions. And he said no, in the 
coming standards, that they will not provide that information. 

Ms. JENKINS. And finally in your testimony, you said overesti- 
mating a pension system’s expected return is essentially gambling 
with the financial welfare of the next generation of Americans. Can 
you explain what this gamble places at stake for the next genera- 
tion? And is it fair to say that this gamble could also impact the 
current generation through decreased services, increased taxes? 

Mr. STAPLETON. One of the things that opponents of this le^s- 
lation and of transparency with public pension plans in general like 
to point out is they try and make apples to oranges comparisons 
with private sector plans. They will say, well, look at the under- 
funding in private pension systems. The problem is that struc- 
turally you are talking about two different things. 

First of all, as I mentioned earlier, private plans have a different 
valuation assessment for what their liabilities are. They peg it to 
high-yielding corporate bonds at 6 percent. That does not happen 
in public pension plans where the expected rate of return equals 
the actual rate of return. But structurally, unless I am an investor 
in a private company with a lucrative defined benefit plan, I don’t 
really care, because I am not going to be on the hook. 

But in the public pension system, all taxpayers at the State level 
are on the hook if the plans become insolvent because the State of 
Colorado is not going to let the Jefferson County School District go 
insolvent without finding a way for funding. And we are bankrupt, 
like a lot of States. And the only people that can actually make up 
the difference are the taxpayers. And that is why it is important 
that we have this level of transparency so that everybody can know 
where we stand and can take public policy actions to remedy what 
I believe is a very serious problem. 

Ms. JENKINS. Thank you. Treasurer. 

I yield back. 

Mr. BOUSTANY. Thank you. 

Mr. Kind, you are now recognized for 5 minutes. 

Mr. KIND. Great. Thank you, Mr. Chairman. 

I thank the panelists for your testimony here today. As a Demo- 
cratic representative from the great State of Wisconsin, I have to 
admit we kind of received our fair share of attention in the last 
couple of months in the media, both at home and nationally. 

This may seem a little heretical to my Democratic colleagues up 
here on the dais, but I commend Governor Scott Walker and what 
he did. I think what he proposed in the State of Wisconsin was in- 
credibly bold and courageous in recognizing the deep fiscal hole 
that we were in and coming forward with the bold proposals that 
he did. 

And quite frankly, the fact that hundreds of thousands of people 
showed up in subfreezing weather, braving bitter wind chills, blow- 
ing snow, bitter winds in their face in both the square in Madison 
and virtually every city throughout the State of Wisconsin, I have 
to believe they wouldn’t have done that if they had all the facts, 
if they knew the real fiscal crisis that our State was facing and 
how boldly the Governor was really trying to address these issues. 
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Because if they had known that the State public pension fund 
was only funded at 99.8 percent and that that 2 percent — .2 per- 
cent shortfall was creating a deep fiscal hole for our State, I cannot 
believe that they would have been out there for weeks and months 
on end protesting what the Governor was trying to do with the 
State public pension system. I mean, they wouldn’t have been so 
selfish and so self-centered in the demonstrations that they were 
conducting throughout the State of Wisconsin. 

No, I think not. 

I think those individuals, those workers, those families knew ex- 
actly what they were doing when they were out there protesting 
what the Governor and the Republican legislature was trying to 
jam down their throats. This had nothing to do with the budget cri- 
sis that the State of Wisconsin was facing. 

In fact. Governor Walker was just here in this town a few weeks 
ago and admitted in testimony before Congress that his assault on 
worker rights had absolutely nothing to do with the budget situa- 
tion that we face in the State of Wisconsin. 

In fact, they stripped that portion out of the bill and therefore 
admitted before the entire world that it had nothing to do with the 
budget implication. 

But nevertheless, the public employees knew that they had to be 
a part of the solution, and they were willing to contribute more to 
their State public pension system. They were willing to contribute 
more to their health care system. 

In fact. Governor Walker got every concession that he was asking 
for from those public employees, but that wasn’t good enough. He 
had to go after those worker’s rights and strip that away, basically 
telling them, you no longer have a seat at the table, and your voice 
isn’t going to matter anymore, and we are going to jam these deci- 
sions down upon you. 

So it was not surprising seeing hundreds of thousands of people 
going out and braving that cold weather and that bitter wind chill 
day after day protesting what Governor Walker was doing to the 
State of Wisconsin. If we want to have a serious conversation about 
the fiscal hole we are facing at the State and Federal and local 
level, let us talk about the real cause of what is driving these budg- 
et deficits, which is rising health care costs. 

Now, my Republican colleagues have a proposal on how to deal 
with it and that is going to the workers of the country, to seniors, 
to disabled people, the children and saying, you contribute more to 
your health care plans, and that is it. 

They are not proposing anything to deal with rising health care 
costs. And that is just going to shift the burden more and more on 
working-class families throughout the Nation. 

Or there is another approach that we can take and that is 
through the health care reform measure that we passed that will 
reform the way health care is delivered in this country and ulti- 
mately how we pay for it. So it is based on the value and no longer 
the volume of care that is given. And surprise, surprise, this has 
been a bipartisan agreement for many, many years. Some of the 
most prominent names in the Republican party from Newt Ging- 
rich, to Bill Frist, to my former Governor and former Secretary at 
HHS, Tommy Thompson, Mark McClellan, they have all been say- 
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ing we have to go to a value- or outcome-based reimbursement sys- 
tem in the health care system, or it will bankrupt us. That is what 
is driving the fiscal crisis at the State and at the local level. That 
is the largest and fastest growing area of spending at the Federal 
level. That is what we should be focused on, instead of some one- 
size-fits-all Washington approach to the State public pension sys- 
tem, 99.8 percent funded in the State of Wisconsin, and yet look 
at all the attention that we garnered as a State over the last couple 
of months. 

Mr. Chairman, I would like with unanimous consent to submit 
for the record a letter dated May 4, 2011, to me from the Secretary 
of the Department of Employee Trust Fund, Dave Stella, from the 
State of Wisconsin. 

Mr. BOUSTANY. Without objection. 

[The information follows:] 
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May 4. 201 1 


The Honorable Ron Kind 

United States House of Representatives 

Washington, DC 20515 

Delivered Electronically 

Dear Congressman Kind: 

On behalf of the Wisconsin Retirement System (WRS) and its nearly 570.000 members 
whose retirement security we provide and protect, I am writing to urge your active 
opposibon to HR 567 legislation that imposes one-si 2 e-fits-all Federal reporting 
mandates regarding our pension costs. The Subcommittee on Oversight of the 
Committee on Ways and Means has scheduled a hearing on the legislation on 
Thursday, May 5, 201 1 . 

Rather than creating transparency, HR 567, the "Public Employee Pension 
Transparency Act," would needlessly create turmoil in the municipal bond market and 
would confuse bondholders, taxpayers and retirees by enroneou^y claiming our pension 
trust will soon be exhausted. The legislation reflects a lack of understanding not only 
regarding the financing of state and local pensions, but also the strong accounting rules 
and strict legal constraints already in place that require open and transparent 
governmental financial reporting and processes. 

Public plans are established, operated, and overseen in a very transparent manner, 
Wisconsin's plan is no exception The terms of public plans t^ically are set through the 
legislative process, the plans are overseen by a board of fiduciaries acting In open 
meetings, and the finances of the plans are regularly disclosed and audited in extensive 
and detailed publicly available reports prepared In accordance with well-established 
government accounting standards Thus, contrary to what the proponents of the 
legislation suggest, the Issue Is not a current lack of transparency and disclosure - it is 
simply an effort to justify a Federal take-over of areas that are the financial and 
regulatory responsibility of State and local governments 

The WRS has several unique features including risk shahng between members and 
employers and modest benefit levels, which, when combined with the funding discipline 
of the State and local units of government across Wisconsin and the professional 
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The Honorable Ron Kind 
May 4, 2011 
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martagement of the assets of the System by the State of Wisconsin Investment Board, 
makes It one of the best funded plans In the country. The funding strength of the WRS 
is documented In the latest PEW Center on the States report that viras released In April 
2011. I have attached a brief fact sheet about the WRS that you may find useful. 

HR 567 directly conflicts with existing governmental accounting standards and usurps 
the role of the Governmental Accounting Standards Board, which Is cumently in the 
middle of a multi-year review process of its existing rules in this very same area. 
Furthermore, the academic study on which this legislation is based is highly suspect. 
Attached Is a critique, along with links to supporting data and reports, of the study’s 
faulty assumptions and recommendations that essentially create a problem In order to 
solve it. 

I hope that we have an opportunity to personally discuss this proposed legislation in the 
near future. 

Sincerely, 

David A. Stella. Secretary 
Wisconsin Department of Employee Trust Funds 
(608) 266-0301 
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Faulty Analysis is Unhelpful to State and Local 
Pension Sustainability Efforts 

October 2010 


A> statt aud luciU govcnuncnts lead enbrts to oddretR the unpreredeiited fiscal ebaOenget created by fttatgnani 
economies, in tlic fitce of aging popnlatioas and workioities, the accuracy and integrity of information is more vital 
than ever. Authors of a new paper, 7!2ie CdsiM to LoctJ Gomnment Peoiiatu io the Uoited StMKSjWouUi be more 
conamiclive, as well as provide mote acciftaie municipal pension infocroacion, if tbeir assurapdoos were based on 
historical experience and tbeir methodology appropriate for the govetxuneni sector. Robert Novy*hlani and Joshua 
Raub who also cadicr this year authored, Are StMte Public Feasioas Su*tMxn»bJe?^ again vasify tuulctcstiinatc 
projected fiitorc contributioiis CO public pension plans and detected investment tciums to draw diufnatic and 
inipfobabtc conclusions cegaxding the solvc&cy of these plans.’ Both papers ace based on pension fund assets values 
as of 2009, prior to the recent iraptovement in financial markets. Furtbec, their method used to determine future 
pension liabilides of states and localities is not recogitizcd by governmental accounting standards. The authors 
additionaliy ignore changes already underway at the state and local levels to restore long-term periGfon 
snstainabiUty, and they make recommendarions that would only serve So WDracn the financial condition of these 
plans. 

Assumptioos ofPutaie Behavior Ate Not Suppoaod by Pest Pnedee 

The nrports' findings are premued on two key supposutoos 1) state snd local governments wiUconenbute nothing to sinocdzc 
post pe nsion luhilities. and 2} fiioda will generixe races of return commetuitcacc with h^hly cotuervtnvc, "riik-free'* lU-bond 
potefoUos, tadter rbflp the divertified portfolios actually m use. These two ossun^tions are mconnsrent with plans' sccual 
experience, as snost governments have ahucoiy of paying cbeii penaon ooonibutksts. Inlsci, acemding to die PuUk Fund 
Survey, bota FY HI co PY 09. on avenge, pension plan sponsc'ca pud 91 petceni of there required comzibodons. R^acding 
investincni returns, the standard assumptkm u that pension hind ponfoii^ will earn a real (alter mflauon) reruin of 4.5 
percent annusUy, bmed on die mix of stsets they iypica% hold, and moac reasonable given (be cuixent taiio of siock paces to 
trend eunttigs.} Further, anriysia ihows thar public pension funds' actual long-remt investment leumu frtiB exceed thu 
stsunipciuo. even after incutpoxabng losses from the 200B matket collapse.* 

Projections Axe Based oa ^isset Vahes Neax TbeixMadiet Lov Poiot 

llir authoas base *h.»w finanrinl analysis on penssuu tsaet values as ofjune 30, 2009, at (he end of s l2-ouKith peood when the 
S&P 500 had a cetuis of •26.2Va. aud prior to much of the msiket moease that took place tiie CbOowti^ year. Pension fund 
asset vahiea have been growing since Match 2009, and foe the yeas ended June 30, 2U10, median public pension fund 
investxnmt rerums were 12.8 parent, wcO above plans' typical assumed mvciimcnt letutn of eight peresne. In addioan, 
iustojoca! iavestmcDC experienor over 20-, 25- add 30-)TU ume periods, s more appropriate measure of the long^eun 
investment hoc&on of public funds, alto accced this tssumed rate of return.* 

72re Method Used to Value Putute Liabilities X» ^cotussteot R7cb Aceountii^ 5aiiid!sr(/s 

Another factCM: driving the suthon’ findings is the method used lo vahir fotoie penston Uafailiries, which is not compiisot until 
public sector >«Y»unnng « hindfli'da In fact, the Governmental Accounting Snn^di Board, vdikh has been reviewing these 
standards over the past three years, tecenriy affirmed its support (or the use of a long-term expected tate of teiuni, rather than 
tbc use of current iniercst ales, in itsPrdmitnaty Views, published last June, GASB spoaficaHy “considered but te|octed'' an 
intetcbt rate-based method lor valuing fiicmc liabilities (the approach used tn the Norvy-Macc-Raub paper), stauog uutimd 
that, 'Tbc talc used should be a reasonable estimate of the rate at wbeb plan net assets ace oqiecCEd to grow, over a lemi 
conimaisuntc with tbe accounong measurements foe which the rate u used, as a result of investment cacnings.’* 


1 ru,#,! nr ^t by '/ntn »rct Mtta HwhIov It Uartigf. fannh A Conawav. Ptdi Alt^xin II Ihr .SWi: QaaOUTf. iSM 

K«at> a«— tfd at NAfltA 

- "Mtw* SitMt Stftfiei Alw «t» Snit Per»w n< *l iht. KYT,“ PcaB tkltfr ranft-f f/>r mmI faher HiMardt, tuar ai MIC, 

1 ‘■MAXItA UtM Rtirf. PtwMon Plii.i AswmpiwiK.* NfBiMal Anowtion Qllva tc Rc tmanciii A«aBiuJnT8liin.A<itdi 2010 

* A\nimptui foi P.SAf Hmtck: H\Miine>3 RaetJtL* iMhUrtr llr^,«rrl. »ii,K>ynQ 
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Antfysis .Doet J^ot Aecoaat Sir Receat Sute/LocMl Pctisha ChMOges 

More sate aad local goveenmenis have moditkauorui to that tememenc pktu in 2010 than in sny odui 

yeax in tecem histoty.^ Since 2006, naizly two-ebir^ nf the sutes have made changes to henefu levels, cnntsibuuoti rate 
structuics, cn both* szkI ouuiy xnote local govemmnia ako have made ad^txnents. Ignoong these alteranooi lesuhs in a 
gross ma^atacictoaooo o( the cuoan rinuoon and distcgatds die measured apptoadi that can be and lus been taken to 
rmSttuaify and icapoovbly close peniion luiuUng gaps 

1%e Atttbots ^ RceamvaendtOctis Do A/ore Nmjw Tb*a Good 

la lespooic to dire pco^eetioas, the authoo have suggested that sutc and local govcxntnenu should do longer ofiTci 
penaiocts tu obw hires, xecoramcodiiig instead that such enijiloyees be coveted with Social Sccuzity and a 401(10 pktv and that 
stales and oCics should asue dd)t - posadily at a fokrally subsidized taoe > to pay off the added coat of closing penaioo plana. 
These tccommeodatiocu ignore the si^iificant coat and iksruptiob that would be imposed liy such clianges: 

• Vandamiv Segal Seniiiw Adds Billtpps in Ejcpenaes Coasetvaifff. estmutes of the added expeme of mandating newlT 
lured public wotkezi mio Secuoty are over $44 b3Uon in the first five years alonc,^ which would worsen the 
finan^ condtuon ofthe ^onsonnggDVCffittienis and their pension systems. 

• Purtmy New Hire* Intn 1 4Q1 (\lS Increases Costs . Recent studies have abown that dostng pcmuoiu to new hires can 
have several serious, unintend^ consequences, including increasing admmtstrativc costs assoejated with running two 
plaxu, fixgoing or undermirung economic effidenctes of tradtoonal peosioa plant, acedenuing pension costs for 
employees m the closed plan, wotaening redrement tnscamty, and poceodaOy danuiging aiqilo^ lecruttmem and 
tctenuon efibm. ‘ Moteovex, akhoi^ 401 (k)-type plans ate a useJhl means of suppicroeming pension l iaiefia , they are 
inherent^ not as effective or efficicac u a paxnaiy source of retireineflt income. Dy poolu^ rooctality and lovesunent 
dsks, czadkiunal pemioni reduce participants' nsk nf outliving retixcmait assets and can provide die. tame benefit at 
tuxcly half the cost of a defined oonmbuQonplan.* Utilikc a uaduionBl pennon plan, a 40l(k) docs not include 
pnsvsaxms fisr disability and death benefits, which are especialty m^nant for ooployees in liazzidoos occupanoos sndi 
u fiicfi^ea and police officers, who face h^;ha nska in die line of doty \X'idtout a pension, these benefiu would have 
to be provided through conunaoal insurance, likclv at significaiicly higher coats id the eni|doyct. 

• Inuinp Debt .fiH/nr A«Wmg fnt Pedenil AAIk RitV. Pityoainy that atate and local povemments should 

issue debt to fund their pension benefin adds risk to the fondiug cquanon. Such debt would become a haMlity for the 
iponsodng government If die nurkett fall after die funds me invetted, the govaomcat now has two sets of habilthes; 
the rMitstanduig debt and the peosiun liabOity. Even wtth a federal subsid}' - which a unlikely given aiaem federal 
govExnmcnr badger oonstcaims and u4iich takes addinooti claBeoges — dm is i »«ky spptoach.^*** 

In the wake of the Great Recession, stales and atiea arc examining and adjusting pension benefit levels and 
financing sinicniics lo rtstorc reserves and long-tetm sustainabOity. Hyperbole and dkeordon, as prcscuied in the 
refctcnccd acadcroJc pi^ieis, ate not helpful to these efforts or to the long-tcmi fiscal health of stale and local 
governments and their redrement syatenis. 


Contact; 

ICath Btainard, NASRA Reseandi Dircctot L-kthlif^natra nry 512>86B>2774 

Jeaoninc Madtoe-Raymoed, NASRA Directot of Federal Rdatioas |Mrtn»RW^jima.oty 202'624 14 17 
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Welcome to the Department 
of Employee Trust Funds 


*rhc Department of Employee Trust Funds (ETF) is a non-cabinct atatt agency 
that admimstecs various fringe bencBt programs for sure and local governments m 
WiKconKin ETF is JOOV# funded from the segregated Public Employee Trust Fund 
flrust) and no general purpose hmdtng is used in its operation. ETF is overseen by 
an independent board and its trust funds are held on behalf of ETF benefit program 
participants. 


Tlie Wisconsin Retireracnt System (WRS) is largest ptogtam, protiding reorement 
benefits for more dian 565, bOO cunent and former state and local govemmenr 
employees. As of December .51,2010, WRS assets uere valued at S79.1 billion, making 
It the ninth largest public pension system m the United States and die .50di largest in 
the \vorld. ’lltc system is 99.8% funded on an actuarial basis and is often referred to 
as a national leader among public sector pcn.sion plans due to it.s benefit and financial 
structure, among other things. 

Other ETF administered programs include health insurance, life insurance, long-term 
and short-term ilisabiliry, employee reimbursement accounts, commuter benefits, 
long-term care insurance, deferred compensation and the accumulated sick leave 
conversion credits. 


About 9(P/‘4t of WR5 retirees live in Wisconsin and as a result much of tiicu spending 
is done with businesses within Wisconsin. 'Hus spending reverberates throughout tlie 
local and .state economics, as one person's spending becomes another person's income, 
acaring a multiplier effect. ITic result being neatly $4.5 biUion added annually to 
Wisconsin’s ccon*imy from WRfi pension payments, according to a national smdy. 


Teachers (uicluding Milwaukee) 

Local government employees, except aty of Milwaukee and Milwaukee County 
Stale gov'cmmcnr employees including the UW System) 


1,469 Number of WRS participaung employers (1,410 local and 59 state). 
73%; Percentage of WRS active employees who work for local governments. 
More than 66Vo: Amount of WRS benefits paid lij’ invusimcni returns. 

S3.7 billion Total annual atinuiucs paid to annuitants for an average annual 
annuity amount of S24,4SB. j 

Over 150,000. Annutiant papulation, which i$ expected to double to over 
.500,000 in the next 10 to 15 years, with “baby boom’* genexatiun icutemcnts. 


ET^7 (Created 2/1/11) 
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WRS Participation 

Participants By Employer Type 

'l*hc fuUowing grapli shows a breakdown of WRS participauon by emplojxr rype. School diAcncts represent 
the highest number of pArodpanls with 1 15,380. followed by 72.415 state agenc)’ participants, 35.437 county 
parddpanis, 23.744 dty pardcipants, 10,268 Wisconsin technical college district partidpanu and 10,049 town, 
village and special district participants. 


Wl Technical 
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WRS Participants 

The following graph shows the number of IXTIS participants from 2005 to 2009. Partiapant numbers of all groups 
increased yearly, with the cxccpuon of an active partkapaiii decrease between 2005 and 2006. 
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Mr. KIND. In the letter, he adamantly opposes H.R. 567. 

And, in fact, in the last paragraph — and I quote him — he says, 
“thus, contrary to what the proponents of the legislation suggest, 
the issue is not a current lack of transparency and disclosure; it is 
simply an effort to justify a Federal takeover of areas that are the 
financial and regulatory responsibility of State and local govern- 
ments.” 

For the party that claims to be the party of less government in 
Washington and more responsibility at the State, proposing this 
one-size-fits-all approach with this Federal legislation is contrary to 
even I think your principles. And our own Secretary back in the 
State of Wisconsin is opposed to this legislation. So I think we 
could spend a lot more time on the issues that are really driving 
these budget deficits rather than some type of Washin^on one- 
size-fits-all approach. 

Mr. BOUSTANY. The gentleman’s time has expired. We just had 
a vote called. There are two votes. One is a 15 and one is a 5. I 
think what we will do now is go to Mrs. Black for questioning, and 
then we will recess afterward. 

Mrs. BLACK. Thank you, Mr. Chairman. 

Under the current government accounting standard for rules, 
public plans can discount their pension obligations based on ex- 
pected rates of return on pension assets, as has already been 
talked about in some detail. By putting their value into the stock 
market, private equity and other risky investments. State and local 
plans can decrease the current actuarial value of their liability. 

Now, GASB rules are contradictory to basic finance theory that 
I think has already been said here by a number of our panelists 
in the practice of financial markets where discount rates are based 
on characteristics of liability, not asset. And Congress actually had 
banned this type of accounting for single employer private pen- 
sions, but yet we are still using it in the government. 

Do you believe that GASB rules encourage State and local gov- 
ernments to take on inappropriate risks with these planned assets? 
And also, added to that, do you believe that H.R. 567 would have 
an effect on this practice? And you can start with Mr. Stapleton, 
if we can, and just go down the panel. 

Mr. STAPLETON. Thank you, Mrs. Black. 

Yes, I do believe that the lack of uniform standards required by 
the Government Accounting Standards Board has allowed State 
plans to very dangerously adopt overrealistic rates of return. Even 
if you look at an actuarial analysis, which is called a Monte Carlo 
analysis, that is often provided to States, they talk about the prob- 
ability of achieving different rates of return. 

In Colorado’s case, there is almost a 30 percent chance that we 
will not achieve an 8 percent rate of return. If I told you and other 
Members of this Committee that there was a 30 percent chance 
that they would be in a life-threatening car accident on the way to 
work today, I think I would have a lot of people biking. Yet essen- 
tially that is the risk that we are taking day in and day out with 
the State’s tax money, assuming these rates of returns. 

Mrs. BLACK. Mr. Barro. 

Mr. BARRO. I would agree with that, and I think we see that 
in the political resistance to plans that are lowering assumed rates 
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of return. In New York, we just had a reduction in the rate of re- 
turn assumed for the State employee retirement system and yet, 
just coincidentally, the plan happened to at the same time adjust 
other actuarial assumptions with regard to longevity and such that 
happened to largely offset the effects of the reduction and the rate 
of return. 

So I think there is significant resistance to reduced rates of re- 
turn. And in order to not lower the rate, you have to invest in an 
aggressive manner. The other thing I had noticed is that the 
defense of this aggressive investment is essentially that the gov- 
ernment can he indifferent to variability and risk in asset returns. 
Because the government is going to he around forever, it has this 
superior ability to take on risk. And the implications of that are 
really kind of perverse. 

Pension funds happen to be vehicles through which we make 
promises to public employees and through which we invest in as- 
sets. But these are fundamentally unlinked activities, and there is 
no reason that a government couldn’t just create essentially a sov- 
ereign wealth fund by issuing bonds and using the proceeds to in- 
vest in equities. If the government really has a superior ability to 
take on risk, we should be doing a lot more of that. They should 
issue as many bonds as they can, use them to buy up as much 
stock as they can and use that as a cheap source of financing for 
government activities. 

Now, obviously, that makes no sense because it would involve 
governments taking on tremendous and inappropriate investment 
risks. But that is exactly what they do through public employee 
pension plans. 

Mrs. BLACK. Thank you. 

Mr. Gold. 

Mr. GOLD. The best financial theory, brought to our attention by 
famous economist Fischer Black indicates that pension plans 
should not be investing in risky assets but should be investing in 
bonds. I have written that liability measurement using the “ex- 
pected return on assets” rather than a bond “reference portfolio” 
does enable, at the very least, and encourage, perhaps, risky in- 
vesting which financial theory would not support. 

Mrs. BLACK. Mr. Kurtter. 

Mr. KURTTER. Yes. We think that the preliminary review’s re- 
port of GASB, their project to review pension and accounting stand- 
ards for public-sector pensions, this bill, the many reports that 
have been issued on this subject recently help to increase trans- 
parency and improve the quality of the debate between issuers and 
investors, thereby improving the amount and the quality of infor- 
mation in the market. To the extent that transparency is improved, 
comparability is improved, we think this helps to create incentives 
to issuers to help address funding shortfalls and improves the over- 
all quality of information available to investors. 

Mrs. BLACK. Ms. Lav. 

Ms. LAV. The fact is that over the last 20 or 25 years, the funds 
have earned close to 9 percent. Over the last 10 years, they have 
earned 5 percent. I didn’t have that number in front of me before. 
And over the last about 25 years, 60 percent of the revenue to 
these funds has come from investing. It has been investment in- 



67 


come. So it does appear that the funds have invested prudently. 
They have made very good returns. And I think having them in- 
vested entirely in bonds would he wrong for the taxpayers of the 
State who are missing out on the potential of these returns to fi- 
nance the pensions. 

Mrs. BLACK. Thank you. 

Mr. BOUSTANY. The gentleman’s time has expired. 

We will now go to Mr. Merchant for 5 minutes. 

Mr. MARCHANT. Thank you, Mr. Chairman. 

Ms. Lav, who in your opinion is the biggest loser if a pension 
fund goes broke or is severely underfunded? 

Ms. LAV. Well, ultimately, the pension funds are in essence 
backed up by the full faith and credit of the State. So, in the very 
unlikely situation that a major pension fund would not be able to 
pay benefits, presumably they would pay it from current tax dol- 
lars. That is how they paid — prior to the seventies, all State and 
local pensions just about were paid on a pay-as-you-go basis. There 
were not these forward-funded pension funds. And then they start- 
ed investing and prefunding their pension funds around 1980, and 
they built up this $3 trillion fund in the pensions. 

And pensions are not in danger of not being able to pay their 
benefits. That is just not the case in most situations. I mean, if you 
want to look at the most extreme, even Illinois will be able to pay 
its pensions. 

Mr. MARCHANT. So you don’t feel like there is any benefit to 
an additional amount of transparency for the employees that are 
going to benefit from the pension system? 

Ms. LAV. Transparency is a word that is used in a lot of different 
ways. And when what is called transparency puts up a construct 
that is different from how much States and localities have to invest 
in order to make their pension funds whole and to pay their obliga- 
tions, then you have confusion rather than transparency, in my 
opinion, because you have two different numbers and people don’t 
know what to think about it. And if they look at an inflated and 
a very large liability, then some other things are going to happen. 
People are going to try and raise taxes to fill it. People are going 
to cut other programs, or they are going to say, oh, we can’t keep 
this pension fund; we are going to have to go to a defined contribu- 
tion or something else, because of the liability. It is confusion. 

Mr. MARCHANT. So your theory is that transparency increases 
confusion? 

Ms. LAV. No, not necessarily any transparency. I am saying that 
I don’t think that what we are talking about here is good trans- 
parency. 

I think that what GASB is proposing in its new rules is good 
transparency. It has a much more realistic view of the funding 
level and the liabilities of pension funds. 

Mr. MARCHANT. In my previous career in the State legislature, 
I served on the Texas Pension Review Board. And it was not a re- 
view board that took very seriously its responsibility for years until 
we got a Governor that decided that maybe we ought to meet and 
maybe we ought to actually do our job. And our job was simply to 
just publish the same kind of information that is in this bill. And 
we found that we got the most resistance from the public entities 
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that administrated these plans, and we got the most enthusiasm 
and the most inquiries from the actual employees that once they 
were able to look at the disclosure and the comparisons of the Dal- 
las Police and Fire Pension Fund versus the El Paso Police and 
Fire Pension Fund, that is when we began to — our main input 
came from the employees. 

And we found that the increased transparency benefited really 
the employees because they then began to demand an account- 
ability from the pension funds that they were depending on for 
their retirement. 

I think your first answer was very telling in that, in your opin- 
ion, the ultimate loser is not the employee but the State or the en- 
tity. And I think that, at some point, the employee needs to be 
more worried about the content and the investment policies and 
the transparency of their pension planning and cannot always rely 
on the State or the county or the city or the school district in bail- 
ing a system out. 

Ms. LAV. That would be a very rare situation. I think the GASB 
rules will create the kinds of transparency and comparability that 
you are talking about, which I think is good and important and 

Mr. MARCHANT. We found that GASB was a reactive entity 
and not a proactive entity. 

Ms. LAV. Well, it has 

Mr. MARCHANT. That was our experience. 

Mr. BOUSTANY. The gentleman’s time has expired. The com- 
mittee will stand in recess until we complete the round of votes on 
the floor. I anticipate it will be about 20 minutes. 

[Recess.] 

Mr. BOUSTANY. The Committee will resume business. 

At this time, Mr. Becerra is recognized for questioning. 

Mr. BECERRA. Thank you, Mr. Chairman. 

And thank you all for your testimony today. I appreciate that 
very much. 

One of the things that I am sensing is that there is a disconnect 
between what we are doing here in Washington, including this con- 
versation here, and what the American public is feeling. In a recent 
survey of the public — and let me go ahead and cite it, the National 
Institute on Retirement Security’s survey, that survey found that 
the vast majority of Americans believe that the disappearance of 
pensions has made it harder for them to achieve the American 
dream. Some 75 percent of Americans believe that. And it sounds 
like more and more politicians are talking about eroding or elimi- 
nating the opportunities for Americans to have these pension 
plans. Sometimes the public conveys to us that they don’t believe 
that we are listening or that we understand how difficult it is for 
them to prepare for retirement. Some 80 percent of Americans re- 
sponded to the survey saying that precise point. And they re- 
sponded by a percentage of 81 percent saying that they think that 
we should make it a higher priority to ensure more Americans, not 
less, that more Americans can have a secure retirement. And so as 
we hear this discussion about public pensions and we take a look 
at the real facts, I wonder if the American public is actually not 
way ahead of us in talking about this. Because if the public be- 
lieves that we don’t get it, they might be right because my under- 
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standing is that the average pension in America for most public 
employees is somewhere in the low $20, 000s. Not $80,000, not 
$150,000. 

Now, they may be confusing that with the big parachutes and 
buyout plans that they heard about during this Wall Street scandal 
where executives were getting billions of dollars or millions of dol- 
lars in buyout moneys, even though their companies were failing. 
But these are public employees who put in many, many years, most 
of them more than a decade or two, to be able to collect some 
$20,000 to $25,000 a year in retirement. 

At the same time, my understanding is that for most States, the 
cost of having these pensions for their public employees translates 
to less than 4 percent of their State budget. Now, I know my State 
is having a tough time. I know any number of States have been 
having a hard time. But I daresay that eliminating the pensions 
that have been paid into by employees over decades and getting rid 
of the opportunities for American workers to lead out their lives in 
retirement and dignity is not what folks would expect of us. I have 
to believe that the teachers who have been paying into the system 
who have been working for so many years, the firefighters, the po- 
lice officers, the public employees throughout America who have 
been working for less money than their private sector counterparts, 
because pay scales in the public sector are a little lower, but they 
get a little bit stronger and better protected pension benefits; I 
have to believe that those American workers are saying, you are 
not listening to us; well, we want some help, but please don’t target 
our pensions at a time when we want the most safety. 

So I have a question to ask. Is it the case that there is any State 
that has said to us, we need to have a Federal bailout of our pen- 
sion system? I know Illinois was mentioned. 

Ms. Lav, you may have already commented on this I was told. 
But has Illinois requested a bailout from the Federal Government 
for its pension program? 

Ms. LAV. No, it has not. In a 472-page budget, there was one 
phrase, not even a sentence, which says; “significant long-term im- 
provements will come only from the additional pension reforms, re- 
financing the liability and seeking a Federal guarantee of the debt, 
or increasing the annual required contributions.” 

So there was that one phrase in which a Federal guarantee was 
mentioned. But a couple of weeks later. The Wall Street Journal 
asked Governor Quinn, and there is an article which says he said, 
no, no, we are not planning on doing that. 

Mr. BECERRA. Let me ask a quick question. Is there anyone 
that challenges the figure that the average pension benefit for pub- 
lic employees throughout America is around $23,000, $24,000 a 
year? 

Ms. LAV. That comes from the U.S. Census. 

Mr. BECERRA. So no one would question it. 

Ms. LAV. No. 

Mr. BECERRA. Does anyone question that the average cost for 
a State throughout the country or the 50 States is somewhere 
around 4 percent or less of their State budgets? 

Ms. LAV. Right. The most recent data shows 3.8 percent. 

Mr. BARRO. I would challenge that idea. 
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Mr. BECERRA. Okay. Mr. Barro. 

Mr. BARRO. That is a measure of the actual cash payments 
made by governments. That is not the cost of pension benefits that 
are being provided. 

Mr. BECERRA. Doesn’t that go to the question of what we are 
talking about in terms of a State’s budget? A State is budgeting for 
a fiscal year, not for 20 years from now. 

Mr. BARRO. Well, that is part of the problem. 

Mr. BECERRA. If I could finish my point. And so while I think 
where you are heading is that we want to make sure that these 
pension plans are solvent for years to come just the way we want 
Social Security to be solvent, we wouldn’t use today’s money that 
is contributed for a program we need today to pay for a program 
that has to go long term. And so what we have to do is deal with 
the long-term costs of the pension program through — and I know 
my time is expired, if I could just finish this point — we want to 
deal with the long-term costs of the program through long-term so- 
lutions, not short-term solutions. So the short-term solution of fix- 
ing a State budget should not be foisted on a long-term program 
that has been funded for decades and is supposed to last for dec- 
ades to try to solve a short-term State budget, which is caused 
principally by the downfall, the economic recession and so forth. 

So it could be in a few years we are doing very well, and that 
means that pensions will be doing very well. So what we want to 
do is budget long term for pensions, not have a short-term sight 
and deal with State budgets through our pension programs for our 
workers. 

Mr. Chairman, thank you for allowing me the additional time. 

Mr. BOUSTAT^. The gentleman’s time has expired. 

Mr. McDermott, you are recognized for 5 minutes. 

Mr. MCDERMOTT. Thank you, Mr. Chairman. 

This morning we are gathered once again to watch the Repub- 
licans attack the middle class and watch them ignore the problem 
of jobs in this country. 

Although there is a twist this morning because this is a Sub- 
committee that has no jurisdiction whatsoever on pending legisla- 
tion. They had to find a Committee that would have the hearing 
because other Subcommittee chairmen would not attack unions, so 
they brought it into this Committee. 

Now, we are sitting here while they cynically abuse the Com- 
mittee process to beat up on the working people of this country. If 
the public wonders why our politics are polarized, it is because of 
all of the incremental steps of abuse. This morning is another ex- 
ample. 

Let us be clear: The Republicans hate defined benefit pensions, 
whether it is Social Security at the Federal level or it is a public 
pension at the State level. They want rid of them all. 

That is what Wisconsin was about, and it is what this whole ex- 
ercise here today is. Now, instead of focusing on jobs, they are 
going after their political enemies, once again, the regular whip- 
ping boys, the unions. Let us drag the unions out here and kick the 
living daylights out of them when, in fact, they are not the prob- 
lem. 
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Unions built this country. They built the highways, the ports, the 
schools. They created fairness, the 8-hour work day, safe working 
conditions, health care, pensions. They are not the robber barons 
in this society. And union workers are under attack because they 
haven’t gotten poor enough. They are under attack because they 
haven’t given up, as they showed in Wisconsin. 

After two decades, the eighties and then the 2000s, where the 
Republican policies led to huge deficits, transferring most of the 
wealth to the top 5 percent in this country, you would think they 
would be satisfied, but they aren’t. Here we are, back to the same 
old stand, attacking the pensions of policemen and firefighters and 
teachers and sanitation workers. Now, it is good that we found who 
the enemies are in this society; the police, the firefighters and the 
teachers and the sanitation workers. Let’s take away their pen- 
sions. Let’s destroy the system we have developed in this country. 

There is no problem with most State pensions. The State of 
Washington is 99 percent financed. Wisconsin is 99 percent fi- 
nanced. If you look at all the records that come from all of the 
agencies, the Pew Foundation and others, and it is very clear that 
these pensions are not in trouble in most places. There are some 
States, but for the Federal Government to leap in to fix New Jersey 
or Illinois or whatever and make Washington go through that proc- 
ess is an abrogation of State rights, and there is no sense in doing 
it. 

Some of the witnesses here have said things about public officials 
at the local level, which I think you ought to take back, because 
some of them have been very responsible. In my State, we have a 
functioning system that is well financed. 

Now, the CBO put a report out and the chairman kindly put it 
into the record. 

And, Ms. Lav, I would like you to comment on this line in this: 
It says, “by indicating a larger amount of underfunding, adopting 
a fair-value approach and reporting pension financing could indi- 
cate a need for significant increase in funding which would further 
strain State budgets, despite the fact that on average a much 
smaller increase in funding might turn out to be significant to 
cover pension plan funding.” 

It sounds to me like what they are trying to do with this bill is 
jack up the pressure on States; therefore, they will dump the pen- 
sion plans. Is that a fair reading of what this bill is about? 

Ms. LAV. Well, I think that is a pretty fair reading. I think that 
some of the sponsors have said that, as is indicated in my written 
testimony. 

I think that what it will do is create this idea that there is just 
this massive underfunding, and people will demagogue that. You 
would have it all in one place. You have a so-called transparent — 
maybe it is on a Web site and everything, and with these very 
large liabilities, and people are going to demagogue and say, oh, my 
God, we can’t afford this, and it is going to create pressure either 
to eliminate the plans or pressure to cut other spending or pressure 
for higher taxes. And given the volatility of the bond markets and 
people that invest in State and local mutual funds that — mutual 
funds for State and local bonds 



72 


Mr. MCDERMOTT. Let me stop you there, because you brought 
up the bonds, the bond market. 

Mr. Chairman, I would ask unanimous consent to put into the 
record the Huffington Post article called “Credit Rating Agency An- 
alyst Covering AIG, Lehman Brothers Never Disciplined.” I think 
we ought to have a hearing on that. 

I yield back the balance of my time. 

Mr. BOUSTANY. Without objection, that report will be put in 
the record. 

[The information follows:] 
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Shahien Nasiripour 

shahien@lniffingtonposl.com I HuffPosi Reporting 

Credit Rating Agency Analysts Covering AIG, Lehman Brothers Never Disciplined 

First Posted: 09-30-09 06:08 PM I Updated: 11-30-09 05:12 AM 

Analysts at the three biggest credit rating agencies who gave positive, investment-grade 
ratings to AIG and Lehman Brothers up until their collapse have not been fired or 
disciplined, the heads of the agencies admitted at a Congressional hearing today. 


Moody's. Standard & Poor's, and Fitch Ratings all maintained at least A ratings on AIG 
and Lehman Brothers up until mid-September of last year. Lehman Brothers declared 
bankruptcy Sept. 15; the federal government provided AIG with its first of four 
multibillion-dollar bailouts the next day. 

Under questioning by Rep. Jackie Speier (D-Calif.). Raymond W. McDaniel. Jr. of 
Moody's, Deven Shamia of S&P, and Stephen Joynt of Fitch said the analysts in charge 
of ratings for the now-disgraced firms are still employed. 

McDaniel defended Moody's ratings of Lehman Brothers by pointing to the government- 
engineered rescue of Bear Steams in March of 2(K)8, arguing that it played an important 
role in Moody's analysts maintaining an A rating on the now-bankrupt firm. Joynt said 
his analysts have since done "a lot of thoughtful souN-searching." 

The big three rating agencies have come under fire since the 2007 collapse in the 
subprime home mortgage market for issuing rosy ratings on a plethora of securities that 
are now considered to be junk. The Obama administration and Congress are exploring 
various refomi proposals. 

At the hearing today, the exchange between Speier and the agency chiefs was particularly 
contentious. 

"You had rated AIG and Lehman Brothers as AAA. AA minutes before they were 
collapsing. After they did fail, did you take any action against those analysts who had 
rated them'.’" Speier asked. "Did you tire them? Did you suspend them? Did you take any 
actions against those who had put that kind of a remarkable grade on products that were 
junk?" 

McDaniel answered first. "No, we did not fire any of the analysis involved in either AIG 
or Lehman." he replied. "An important part of our analysis was based on a review of 
governmental support that had been applied to Bear Steams earlier in the year. 
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"Frankly, an imporUinl part of our analysis was that a line had been drawn under the 
number five firm in the market |Bear|, and that likely number four would be supported as 
well. Additionally..." 

.Speier ihen interrupted him. 

"But that's not analysis." the first-term Congresswoman shot back. "That's an opinion. 1 
can have that kind of an opinion, and I'm not an analyst. How could you possibly make 
that kind of a decision based on an opinion when you have millions of people relying on 
that?" 

"Our opinion applies to whether we believe an instrument will pay or will not pay." 
McDaniel responded. 

"That was a political determination that you made, Mr. McDaniel." Speier retorted. 

S&P's Sharma said his analysts also were not fired. Joyni of Fitch said the same. He said 
that Fitch analysts in charge of Lehman Brothers and AIG were "disappointed” and 
"surprised." 

In an interview with the Huffington Post after the exchange. Speier .said she was 
"flabbergasted" by the responses. 

"It Just makes the case over and over again of the lack of accountability in the financial 
services industry,” she said. "It's heads they win, tails the public loses." 

The analysts "should have been disciplined, and they should have gone back and looked 
at their modeling, which was flawed to begin with. We don’t need your political opinions 
[off which] to base a rating of a security." she added. 

"For all the talk of all this being such a deliberative, scientific process. ..to have this 
decision was remarkable to me." 
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Mr. BOUSTANY. I would remind the gentleman that it is a little 
unseemly to impugn motives of Members of the Committee and 
other Members of the House. The purpose of this hearing is simply 
to explore the issue of transparency and whether or not the ac- 
counting methods being used accurately depict liabilities. 

So, with that, the chair now recognizes Mr. Nunes. 

Mr. NUNES. Thank you, Mr. Chairman. 

I also would like to remind the Committee here that when the 
public employee transparency bill was introduced in the House, it 
was the House Parliamentarian that referred the bill to the Com- 
mittee. 

Also, it amazes me that now CBO is part of the vast right wing 
conspiracy to take out public employee unions. I have a quote here 
that I would like to read from another far right winger. Some of 
you may recognize the name of Mayor Willie Brown, the Mayor of 
San Francisco. He was also the California assembly speaker for 
many years. I guess he is now a right winger because I am going 
to read this, and he must be against unions. But here is his quote: 
“The deal used to be that civil servants were paid less than pri- 
vate-sector workers in exchange for an understanding that they 
had job security for life. But we politicians, pushed by our friends 
in labor, gradually expanded pay and benefits to private-sector lev- 
els while keeping job protections and layering on incredibly gen- 
erous retirement packages that pay ex-workers almost as much as 
current workers. Talking about this politically is politically un- 
popular and potentially even career suicide for most office holders. 
But at some point, someone is going to have to get honest about 
the fact that 80 percent of the State, county and city budget deficits 
are due to employee costs. Either we do something about it at the 
ballot box or a judge will do something about it in bankruptcy 
court. And If you think I am kidding, just look at the city of 
Vallejo.” 

So when the bill was put together, it was put together to protect 
the employees. And Ms. Lav, it amazes me that you don’t believe 
that transparency is good for the employees. Why is it that you 
want to hide the numbers from the public employees? 

Ms. LAV. I think transparency is very good. 

Mr. NUNES. You said earlier that it would create confusion. 

Ms. LAV. Well, because I am saying that I am not defining forc- 
ing this estimation of liabilities at a riskless rate as transparency 
because I think it is more in the category of something that is not 
relevant particularly to the level of contributions that State and 
local employees should be making to their plans. And what should 
be disclosed to people is how much it is that this State and this 
locality have to put into their plans to reach full funding over the 
next couple of decades as we recover from these back-to-back reces- 
sions. 

And that is the amount that I think you should be transparent 
about so people have an idea, so employees have an idea, so the 
public has an idea, so the investing public and everybody else has 
an idea what has to be put into those accounts. 

Mr. NUNES. The bill allows for basically two basic things. One 
is for the pension plan to show how they feel they are going to 
meet the needs. The other is this discount rate that you seem to 
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be fixated on and that the left seems to be fixated on. And for some 
reason, you can’t get off this fixation about 3 percent, 4 percent, 5 
percent. The truth of why the rate was picked is what I said earlier 
to Mr. Buchanan, is so that you would have a conservative ability 
to compare public employee pensions across the line. And I will 
also say that it amazes me how this has now turned into a union- 
Wisconsin vast conspiracy bill here when I think half of the public 
employee pensions are actually for non-union employees. So, I 
think hopefully we can just really raise the rhetoric level down a 
little bit here. This is a good government bill. It is trying to create 
transparency so that public policymakers can make better deci- 
sions. 

And with that note, Mr. Stapleton, could you just kind of com- 
ment on — I know you didn’t get a chance to respond to some of the 
Members on the Democrat side and some of their accusations, so 
I would like to give you an opportunity to respond. 

Mr. STAPLETON. Thank you. Congressman Nunes. 

I would simply say that everybody benefits in my opinion from 
greater information. I think that a risk-free rate of return is abso- 
lutely as justifiable, if not more justifiable, than assuming an 8- 
percent rate of return. 

In Colorado, we had the market returns compounding — the mar- 
ket compounding at nearly 18 percent over the last 20 years. And 
as a result, our plan was only fully funded once. To assume that 
we are going to have that type of run-up again over the next 20 
years is a complete fallacy. Also, the notion that everybody is con- 
tributing the same amount is a fallacy. 

Using Colorado as an example. Congressman, we have govern- 
ment workers, who according to this year’s budget, have been 
asked to contribute a mandatory of 12.5 percent of their paychecks 
into the pension system. The problem in Colorado is that govern- 
ment workers only represent 15 percent of the membership in the 
pension system. Everybody else, all 85 percent of other members, 
schoolteachers, higher education, local government workers, they 
only have to contribute 8 percent, and they get the same benefits. 
So if we are talking about fairness here, let’s have everybody con- 
tribute the same amount. Let’s have everybody retire at the same 
age; not some get to retire at 60, others get to retire at 58. There 
is no uniformity, and Colorado is not alone. Many States don’t have 
uniformity in contribution levels or retirement ages. So this is 
about economic fairness. 

Mr. BOUSTANY. The gentleman’s time has expired. 

Mr. NUNES. Mr. Chairman, I would like to just thank all of the 
panel for being here today and for their contribution. I know they 
spent a lot of time on these public employee pensions, and I appre- 
ciate the panel’s time today. 

And I appreciate your time, Mr. Chairman, for holding this hear- 
ing. 

Mr. BOUSTANY. I thank the gentleman. Let me just remind 
Members on both sides that we want to try to keep from impugning 
motives and stick to really what the heart of the subject is. And 
it was really dealing with the transparency, the accounting meth- 
ods and ultimately, are these pension plans fair to the workers at 
the end of the day? So we will continue to work on this issue. And 
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I want to thank the panelists for joining us today. You all have 
heen very helpful. Please be advised that Members may have writ- 
ten questions that they will submit to you. And those questions and 
answers will be made a part of the official record. 

With that, this hearing is now adjourned. 

[Whereupon, at 11:27 a.m., the Subcommittee was adjourned] 
[Questions for the Record follow:] 
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Questions for the record - state and local pension plans 

Ins J. Lav I 


Q uest i ons from Rep resenta tive John L ewis 

Question 1: An <»bscn'ation was made during the hearing that retirees who were expecting a 6 <»r H 
percent reiuvn on their renrement investments were sorely disappointed in their abilit)’ to retire on 
ncanmt of the recession and the drop in asset values. Ctmld you please explain the advantage that a 
defined benefit plan offers to participants in contrast to a defined contribution plan in terms of 
retirement asset volatilin* and any one participant’s expected retirement dare? 

Answer 1: In a defined contribution plan, the employee bears the entire risk for Itis or her 
retirement securit)’. There are at least two kinds of risk diar employees bear. !) Dunng his or her 
Wf)rking lifetime, he bears the risk that he will make the right kinds of investments tt) grow the 
account to a sufficient size Uj allow a decent income in retirement. 'Iliis can be extremely difficult 
for an unsophisticated investiir. 2) In addition, there is a risk of the liming of retirement. Many 
holders of defined contribution plans want to ‘‘annuitize*’ their accounts at the nme of retirement so 
that they will receive a steady stream of retirement income over their remaining life. Ihe monthly 
aiiniurv tiiev would receive, however, is highlv dependent on the amount in the account at the time 
of retirement, an employer who retires during a down market such as in the recent recession is 
tinJikclv to have sufficient income from his or her defined contribution plan. 

By contrast, a defined benefit plan p<Mib the risk of all ihc cmpkiyecs in the pUin. It utilizes 
professionals to invest its assets and generally experiences lower investment tecs, so money invested 
is likely to grow at a more rapid rare. In addition, a pension fund has a long lime horizon. An 
employee who retire.'; during a down marker can still get his or her full peasion, because the plan can 
recoup uivesimeiu losses at a Inter time, No indiindual employee suffers because of the tuning of 
his or her retircmcnL 


Question 2: You were a.sked during the hearing whether H.R. 567 was gcwid for employees and you 
responded tliat, while transparenci' is goiid, the discli^sure rcijuired under H.R. 567 would not result 
in transparenc)’. Cjmld you please provide more detail on this ptiint? 

Answer 2: The term “transparency” implies that the public will be provided with useful infomiarion 
to help them understand the issue that is the object of the tranKparcncy. The term “rraiispareiit” 
means “readily undcrsr»>od.” \s I have testified, I believe rlwt H.R. 567 would sow confusion rather 
than clarify the funding status of state and local pt'ivsKins. Ilic calculation of liabilities based on 
using 'I reasurN Bond yields that is required by the legislation would likely lead the public and many 
policy makers to believe that the amounts that states and localities need to deptisit in their pension 
plans each year arc substantially larger than the amounts actually needed. I'hus the data that would 
be provided under this legislation would not help make pension funding more understandable, bur 
in fact would obfuscate the issue to some degree. 
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Qucsdcms for the record - state and local pension plans 

Ins I* Lav 1 


Questions from Representative Ron Kind 


Question 1: Could you please provide infnrmatu»n on the historical investment rerums of public 
pension plans over the lonj» term (for example, 50 of 25 years) and die returns of such plans over 
the short-tcmi (for example the last 10 and 5 years and the last ixar)? 

Answer 1: Over the 25 years ending 12/31/2010, the average annual mvcstmt*nt return has been 
8.8 percent. ( )vcr the past 10 years, it has been 5'Vo and r»ver the past 5 years if has Ix-en nie 

last year, 2010, irwas 13.1 percent. 

.Mthough there wxtc substantial losses during the last tuxt recessions, which pulled douTi the gniwth 
rate for the past lO years and the past 5 years, strong gr<j\%th in recent years has alUnved pension 
funds already to recoup about two-thirds «jf the SOfH) billion in asset losses tiiey experienced during 
diis most recent recession. 


Question 2: .‘\ rccenr CBO issues brief on public pension plan funding was introduced into the 
record at the hearing and one of die concerns noted in the brief regarding the iwe of a riskless rate 
to discount plan liabilities is the volacilin' of the plan liabilities from year to year. You make the 
same obsen’antm m your written testimony — for example, what sort f>f fluctuadrins would have 
occurred in ihc past if die riskless rate had been used? 

Answer 2: lierween 1980 and 1985, the \ield on 30-year Treasury Bonds — a pmxy for the riskless 
rate — exceeded peaking at 13.45®''n in 1981. The yield then htwered bervi'een 7% and for 
the next 7 years, and between 5% and 7% dirougli 2(K)2. Between 1977 and 2002, die yield averaged 
8.4%, as compared with a yield close to 4 ‘‘/m today. 

'Ilierc was some substantial year-t<»-Year volatility: a 2 percentage point increase fr* mi 1979 to 1980, 
and a 3 percentage point dmp fit>m 1985 to 1986, ft»r example. Tlie latter could liavc retjuii’cd a 
sudden increase in contnburu»ns. Rates have changed less dramatically recently, bur the 1990s were 
characteri^.ed by year-to-year drops and increases in the one-lialf rf> one percentage point range. 
Yields were 4.91®'o in 2mY), but le.ss than 4% today. And each percentage point difference in the 
discount nite may have a substantial effect < »n required cf>nrribution&, averaging something like one 
percent of state and local budgets. 

It is woitli noting that the penod vnih the high yields wa.s also the period in which stare and local 
governments were tnmsitioning from pay-as-you-go to pre-funded pcnsiJ.m plans, a transition that 
began in the 1 970s. I f plan.s had at that time estimated their liabilities using Treasuiy bonds as the 
benchmark for rheir discount rate, they w(»uld have been required to deposit only small amounts 
into iheir pension funds, and funding arguably would not have grtnvn to reach full funding in 2000. 

Testimony by another witness at the hearing, Jeremy Ctold, illustrates the lack of connecaon 
benvecn the Treasury’ rare and the funding needs of a pension plan. 
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Quc^donj: for the record - 5tate and local pension plans 

Iris J. Lav 2 

Gold wrote: “Based on recent data reported by various sources (and analyzed by Novy-Marx and 
Rauh among others), revealing massive unfunded liabilities . . . , it is very likely that future taxpayers 
arc going to be severely burdened by pension obligaoons incurred in conjunction with public 
services that have already been rendered. iTiis has not always been the case. A similar analysis, had it 
been performed any rime dtiring the 198(rs would have revealed significant pension plan 
surpluses. . . aitributahlc to the high rates of interest available in the L'.S. ’I'reasur)' markets compared 
to relatively low rates iLsed to value public pension plan.s at that time.” 

In other words, if the same amount of assets and promises as exists in today’s pension had been 
analyzed using lySils interest rates, the results would show overfunding rather than today’s 
unfunded Uabiliucs. 


[Submissions for the Record follow:] 
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Statement for the Record 

of the American Federation of Slate, County And Municipal Employees iAFSCME) 

for the 

Hearing on the Transparency and Funding of State and I.ocal Pensions 
before the 

Subcommittee on Oversight 
Committee on Ways And Means 

U.S. House of Representatives 

May 5. 201 1 


Mr. Chairman and members of the Subcommittee, on behalf of the 1.6 million members of the 
American Federation of State, County and Municipal Employees (AFSCME), please include the 
following siatenicnt for the record on the hearing held on May 5. 201 1 on the transparency and funding of 
slate and local pensions. In particular, AFSCME would tike to stale its strong opposition to H.R. 567, the 
Public Employee Pension Transparency Act. This legislation is an unnecessary response to exaggerated 
problems, and it would harm stale and local government employees and lend to reduced retirement 
security. 

Pensions play an important role in the operations of .state and local governments, yet retirement 
systems remain a small pan of state and local government budgets and are not a major cause of state and 
local fiscal probictns. In fact, according to the Boston College C'entcr for Retirement Research, public 
pension expenditures account for less than 4 % of state non-capital spending. Moreover, pension benefits 
are paid out of a trust that public employees contribute to, not out of general operating revenues, and the 
employee contribution rale typically amounts to 5- 1 0% of wages and, in recent years, these rales have 
been raised in many states. 

It is true that state and local fiscal conditions remain ditTicult as revenues have fallen and as 
Recovery Act assistance winds down, but pension obligations arc not the cause. The piwr notional 
economy has been the largest contributor to the poor fiscal conditions In state and local governments, not 
pension costs. Starting in December 2007, the U.S. economy sutTered the longest and deepest recession 
since World War II. More than eight million jobs have been lost, housing and retails sales declined, and 
sub-prime mortgage foreclosure problems resulted in stashed property values and diminished business 
prullts. all of which contributed to state and local budgetary' problems, fhe result was a precipitous 
decline in revenue. Moreover, the stock market plunge also caused huge losses in savings and retirement 
earnings across the board, but especially for pension earnings. Rather than overspending, state and local 
government budgetary problems have been primarily caused by national fiscal and economic challenges. 

Unforiunatcly. these economic conditions provided the opportunity for opponents of defmed 
benefit plans to attack public pensions and fal.scly accu.se them of being the primary cause of state and 
local fiscal problems. They arc attempting to bolster the case by grossly overestimating the liabilities of 
public pension plans. But, die facts tell a far different story. Most state and local government employee 
retirement systems have substantial assets to weather the current economic downturn and to meet current 
and future obligations. 

The great majority of public pension funds arc not in crisis. They are operating as they were 
designed to operate and where problems exist — they are being addressed. To deal with specific funding 
problems, more than half the states made significant changes to their pension plans in recent years. While 
some plans may be underfimded. this can be addressed by long-term solutions on a casc-by-case basis. 
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While every investor was affected by the 2008 tlnoncial market collapse, most state and local government 
retirement systems have a strong track record in managing their assets and a much greater lime period to 
recover from economic downturns than do other retirement plans. The public sector pension model is a 
proven vehicle For preserving a secure relircmeni For American workers. 

Public pension plans collectively pre-funded about 80% of their future pension obligations - even 
aOcr considering the steep losses in 2008 and earlier this decade. In April. 2011. the National Association 
ofSiate Retirement Administrators (NASRA) reported for the period ending December 31, 2010, the 
median annualized public pension fund investment return over the last 20 years is 8.7% and over (he Iasi 
25 years, it is 8.8%. NASRA also reported that aggregate state and local government retirement system 
asseis are now 25% higher than on June 30. 2009, Thus, public pension investments have rebounded 
from recessionary declines and many arc mm gaining double-digit returns. 

Public employee pensions arc an irreplaceable source of security for public employees. Yet, 
average public pension benefits are far from lavish. The average retirement benefit for public employees, 
including firefighters and teachers, is $22,600, and for AFSCME retirees it averages $ 1 9.000. AFSCMH 
members typically contribute towards the cost of their pension. While government employers have in 
some instances failed to regularly contribute to their employees' plans, public workers have contributed 
year in and year out. 

Many of the problems that do exist relate primarily to employer underfunding and recent 
investnieni losses. Where there arc significant problems, mos! notably in the stales of New Jersey and 
Illinois, the primary cause is employer underfunding and recent investment losses that similarly alTected 
defined contributions plans. For example. Governor Chris Christie of New Jersey failed to make the 
state's estimated pension contribution amounting to $3. 1 billion in 2010 and has not committed to make 
this year's payment. 

The so-called Public Employee Pension Transparency Act (PEPTAl is inappropriate and 
unnecessary. AFSCME opposes PEPTA. introduced by Reps. Devin Nunes (R-CA>, Darrell Issa (R-CA) 
and Paul Ryan iR-WI). because it imposes a ne\\ unnecessary federal mandate requiring state and local 
public pension plans to use an extremely low rate of return to calculale estimated future investment gains 
which would have the en'ect of drastically inflating their reported financial liabilities. ITR. 567 would 
also sow unnecessary confusion becau.se these new federal requirements would conflict with the 
accounting standards dictated by the Govemmentai Accounting Standards Board (GASB). 

H.R. 567 in reality does nothing to increase transparency. Extensive public pension reporting 
already takes place at tite state and local level where these pension plans arc organized and operated. 

State and local plans already report all of their financial data in Coniprehen.sive Annual Financial Repoit.s 
(CAFR) which are audited and publicly available. And. as previously noted, state and icKal goveminent 
reliremeni systems are also already required to adhere to the strict accounting standards set by the GASB 
which is an independent standard-setting body. In short, PEPTA is not needed. 

H.R. 567 is an ideologically motivated attempt to reduce the retirement benefits of public sector 
workers, including law enforcement officers, firelighters, teachers, social workers aitd nurses. It is also an 
unwarranted intrusion into the historical and proper domain of the states. As such. AFSCME is strongly 
opposed to H.R. 567 and urges its rejection. 


2 



83 


INTERNATIONAL ASSOCIATION OF FIRE FIGHTERS 



Statement of 

Harold A. Schaitberger 
General President 

International Association of Fire Fighters 

Hearing on "Transparency and Funding of State and 
Local Pension Plans" 

Before the 

The House Ways and Means 
Subcommittee on Oversight 


May 5, 201 1 



84 


Iniruduction 

Chairman Bouslany, Ranking Member Lewis, and all the distinguished members of the House 
Ways and Means Subcommittee on Oversight, 1 welcome the opportunity to provide this 
statement for today's hearing on “Transparency and Funding of State and I.ocal Pension Plans." 
As the General President of the International Association of Fire Fighters (lAFF), I speak today 
on behalf of the nearly 300,000 men and women who risk their lives to provide fire rescue and 
emergency medical services protection to over 85 percent of our nation's population. 

In addition to having the honor of representing these courageous Americans, I also speak as 
someone who has spent the better part of his professional life focusing on retirement security 
issues for first responders and other public employees, After serving as a Lieutenant in the 
Fairfax County Fire Department. I served as a public member of the County pension board. 
Upon my arrival in Washington, DC, I served as Counsel to both the National Conference on 
Public Employee Rctiretnent Systems and the National Association of Government Deferred 
Compensation Administrators. And as President of the lAFF, I have greatly expanded our 
organization's emphasis on retirement issues, creating a new Pension Department. In total. 1 
have spent four decades championing public pension transparency and accountability. 

Fire figltters know firsthand the true meaning of the word “sacrifice.” Indeed, we were again 
reminded of the ultimate sacrifice that 343 of our brothers made on September 1 1 when we 
learned of the demise of Osama Bin Laden. Although the death of this murderer can help bring 
closure to the surviving widows and children of the 9/1 1 victims, it gives me no great comfort to 
know that the next disaster, the next fire, the next attack, could force our bnnhers and .sisters to 
once again make that ultimate sacrifice. 

For the lAFF, shared sacrifice does not end there. Our members are sharing in the sacrifice that 
far too many Americans are making at their kitchen tables when cotifronted with difficult choices 
over their budgets. In state capitols and city halls all across our great country, our members are 
making voluntary budget concessions to help balance state and municipal budgets. We make 
these hard choices because we know that to fully recover from the worst recession since the 
Great Depression, all Americans must carry this great load. “A house divided cannot stand,” 
said Lincoln, and as fire lighters, we know the wisdom of this phrase all too well. 

But there are limits to what the lAFF can endure. When politicians attack our pension plans, 
they attack our pension safety-net, which has evolved to meet the specific needs of fire fighters. 
Tliat is why this hearing and the underlying legislation, H.R. 567. the “Ptiblic Employee Pension 
Transparency Act,” give the lAFF great alarm. 

H.R. 567 should really be renamed the Public Employee Pension Elimination Act because that 
is what the bill will ultimately do. Reponing a pension's financial status based on the “riskless 
rate" would dramatically exaggerate the plan's unfunded liabilities. This would give the false 
impression that pension plans are going bankrupt and lead to calls to eliminate defined benefit 
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pension plans altogether in favor of 4()l(k)-style defined conlribulion plans. In the end, fire 
fighters would be left without the critical safety-net that makes our current pension system 
irreplaceable. 

Is There A Public Pension Crisis? 

This distinguished subcommittee is not the first in the I IZ'*" Congress to explore the i.ssue of 
public pension plans. Both the House Oversight and Government Reform Committee and the 
House Judiciary Committee have held hearings with prominent scholars that explored public 
pensions and their impact on state budgets. Most recently, the Ameriean Action Forum hosted a 
Capitol flill briefing that explored the question. “Are Employee Pensions the Cause of the 
Financial Crisis in the States?” that featured prominent conservative scholars from the American 
Enterprise Institute, the Heartland Institute, and the Manhattan Institute. 

At every instance, conservative and liberal scholars alike all agreed that public pensions arc not 
to blame for the current fiscal crisis in the states. That's because only 3% of slate expenditures 
are related to paying employee pensions. The budget deficits facing slates throughout the nation 
arc the result of decreased revenue and increases in spending on health care and education. 
Pensions have nothing to do with the shortfalls, and pension reforms will not solve the problem. 

It is also misleading to say that public pension plans arc in a liquidity crisis that requires 
immediate federal intervention, or worse, a bailout. The highly-respected Center for Retirement 
Research at Boston College issued a report in March 2011 that examined this issue. They 
concluded, “Most slate and local plans had made grciil strides in improving their funding 
discipline and management in recent decades, so they had a relatively solid foundation in place 
before the two financial crises hit. For that reason, even after die worst market crash in decades, 
slate and local plans do not face an immediate liquidity crisis."' 

It cannot be stressed enough that the vast majority of public pension plans arc on sound financial 
fooling with an overall funded status of 77.4%.^ While the downturn in the stock market has 
posed challenges, most plans will be able to recoup their losses. Those plans that need to make 
changes are already doing so. In the past few years, nearly tsvo-thirds of states have made 
changes to benefit levels, contribution rate structures, or both; many local governments have 
made similar reforms. 

It is true some public pensions, such as plans in Illinois and New Jersey, are seriously 
underlimded. but they are the exceptions, not the rule. The reason they are dangerously 
underfunded is because the stale refused to make their required annual contributions during good 
times and now are paying the price. In no way should these few bad apples be considered the 
norm. 

' .Micia 1 1. Nfuitnetl. Jmn-Picnc Aubry. Josh 1 lunvit/. and l.aura Ouinby. "Can State and t.ocal Pensions Muddle 
fhnnighT' Center for Retirement Research at lioston College. March 201 1.3. 

"2011 NCPFRS Public fund Study PreliminBry Re.sult.s. 2. 
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Of course, Ihe Iried and Irue does not make tor good news. Thai's why titles like “The Public 
Pension Time Bomb” and the “Trillion Dollar Gap" make for good headlines. It’s easy to 
e.xamine public pension plans during the worst economic recession since the Great Depression 
and conclude that public pensions will need a federal bailout. 

But that's like going to Texas, which is enduring a severe drought, and concluding that the stale 
will soon become one giant desert .Such limited snapshots in time fail to incorporate decades of 
past performance and the historic circumstances of the present moment. Clearly, it will rain 
again in Texas, just as investment assets in publie pension plans will rebound. 

According to a recent survey by the National Conference on Public Kmployee Retirement 
Systems, investment returns (and not taxpayer dollars) constitute about 66 percent of fund 
revenue; the rest is made up by employee (10%) and employer (24%) contributions. As the 
markets improve, so too will the funding levels of public pension plans. 

Given lime, along with targeted reforms to benefit and contribution levels for plans requiring it, 
public pension plans will be able to pay their obligations. No plan is anticipating the need for a 
federal bailout, and the unprecedented federal intrusion into state and local governments that 
I I.R. 567 embodies is simply unwarranted, 

The Public Employee Pension Elimination Act 

Ihe lAKF is strongly opposed to H.R. 567. Contrary to what its supporters have said, the bill is 
not a benign attempt to shed sunlight on Ihe K>ok$ of public pension plans. If that were all it 
truly did, the lAfT would be ardent supporters. Eire fighters clearly benefit by having access to 
infotmatioti about our pension plans, and Ihe lAFF has been the nation's leading proponent of 
public pension transparency over the pa.sl several decades. These efforts have led to the 
reporting and disclosure requirements in place in every state that ensure that infonnation about 
our pension funds is publicly and readily available. 

Moreover, the Government Accounting Standards Board (GASB) is in Ihe process of updating 
their new standards on how public pension plans report their finances. As you may know, GASB 
is a private, non-govemmcntal organization that establishes accounting principles for State and 
local governments. While GASB's recommendations don't carry the force of law, the financial 
markets closely follow GASB and will penalize those plans that don't adhere to GASB's 
standards. The new rules GASB is expected to announce this year will be written by Imancial 
experts who are tar heller equipped than politicians to decide Ihe most appropriate rales that 
plans should report. H.R. 567 would impose an unnecessary and duplicative reporting 
requirement. 

H.R. 567, however, is not abtiut providing better transparency. It's about providing bad numbers 
that will make public pensions look bankrupt. At its heart is an attempt to force public pension 
plans to value the discount rate at a "riskless" rate of return that would be equal to the Treasury 
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bond rale of about 4%. The problem is the "riskless rate" isn't grounded in realilv. The simple 
fact is public pension plans don’t invest solely in Treasury bonds. They have a diversified 
portfolio of investments that include stocks and bonds that historically have produced a much 
higher rate of return than Treasury bonds. 

Requiring reporting of the unfunded liabilities based on the riskless rate is simply a naked 
anempt to scare iltc public into believing that public pension plans are going bankrupt. The point 
is to create the political will to convert them into defined contribution plans to the benefit of 
Wall Street. 

Overall, defined benefit plans arc superior to defined contribution plans in many ways. Defined 
benefit plans have much greater return on investments than defined contribution plans and have 
lower administrative costs. Defined benefit plans also weather the ups and downs of the stock 
market better titan defined contribution plans, and do not penalize workers who reach retirement 
age during a market dovvjitunt. 

Fire fighters and their families would be especially hard hit if our defined benefit plans were 
dismantled. As a matter of public policy, state and local governments have determined to 
provide earlier retirement ages for public safety officers than other occupations. Many 
jurisdictions have mandatory retirement ages which require a person to leave their job at a 
certain age. 

We have helped structure defined benefit pension plans that allow for the earlier retirement ages 
of fire fighters and law enforcement officers. Defined contribution plans, which are dependent 
solely on the amount of money contributed rather than a benefit formula, undcnninc the policy 
goal of having a younger, more physically fit. public safety workforce. We do not believe it is 
wise public policy to force a fire fighter to remain on the job after they are no longer capable of 
perfonning their duties .solely because a market downturn robbed their DC plan of the fimds they 
needed to retire. 

Our DB plans also address the high rates of disability in public safety occupations. Working 
with our employers, we have designed our pensions to protect the retirement security of those 
who lose their ability to earn a living because they placed themselves in harm’s way to protect 
their neighbors. 4()l(k)-style defined contribution plans provide no such protections and 
jeopardize the financial security of those who serve in dangerous occupations. 

Finally. I want to touch on the mylh of the overly generous pension. While DB plans have 
proven to be essential for the retirement security for our members, their pensions are by no 
means lavish. While there have been a few widely reported cases of people unfairly gaming the 
system, the typical pension received by a fire fighter who works a full career is less than S35,000 
a year. Moreover, most fire fighters are not covered by Social Security, so this modest benefit 
may be all they have to live on. 
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The image of lavish pensions being paid lo relirees living high on the hog is both false and 
deepiv offensive lo the men and women who pul their lives on the line to earn their retirement. 

Conclusion 

For several generations, defined benefit plans have provided the nation’s fire fighters with a fair 
retirement in exchange for risking their lives to keep the public safe. Attempts to undermine 
these plans and force fire fighters into DC plans so that Wall Street can reap larger profits are 
unacceptable. For this reason, we strongly oppose I IR 567. 

But if you don’t want to take my word for it, then I would implore you lo heed the advice of a 
prominent conservative public policy advocate. FJIi Lehrer. Vice President of the conservative 
Heartland Institute, recently wrote a defense of public pensions in the Weekly Suiiidard. I will 
reserve the last word for Mr. Lehrer: 

Given that pension systems are not all that expensive, very difficult lo change, and in 
belter shape than some assume, there’s a strong practical case for directing budget cutting 
attention elsewhere. Stale and local governments also have a strong comparative 
advantage relative lo private industry in olTcring pension benefits: Stale governments 
never go out of business and can count on rising gross revenues so long as their 
populations grow ... In principle, therefore, stale governments are much better positioned 
lo otTer pensions than the typical private corporation and can offer them more cost 
effectively. Since many of the most common government jobs — firefighter, police 
officer, corrections officer, regulatory overseer — have no direct private sector analog, the 
lifetime-wilh-one employer career path scorned by many in the private sector makes a lot 
of sense for government employees."' 


■' tli l.chrcf, ""Ponsions Aren’t the Prohlcm." The H VifA/v StundarJ. March 28. 21U I. 
hup:.Vw\vvv.weeklysiandarti.eom/articlc.Vpeiwunrj,'aren-i-probleni 554833.hlml 
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Slalcmcnl for Ihc Record 
al a Hearing Rcl'orc the 
Subcommittee on Oversight 
Committee iin Ways and Means 
U.S. iiousc orKcprcsentati\cs 

Ma> 5.2UI I 

Transparency and Funding of State and Local Pension Plans 

Suhiiiiticd on Behalf of the 


National Association of Counties 
National League of Cities 
tnited Stales Conference of Mayors 
International City/County Management Association 
National Association of State Auditors Comptrollers and Treasurers 
Interoational Public Management Association for Human Resources 
National Ctmncil on Teacher Retirement 
National Association of State Retirement Administrators 


On bchairof the national organizations listed above, a'prc.scnling stale and local govemmenis. 
oHiciols and public retirement systems, we submit the follow ing comments for the public record. 

In response to the recent unparalleled linancial market deeiinc that impacted all investors, stale and 
local governments have been rev icw ing the long-term sustainability uftheir retirement systans. 
These governments, their plans and their employees (w ho shore in the linancing of their pension), 
working through stale and local legislative and regulatory structures, have made an unprecedented 
number of changes to benefit lev eis, financing structures, or both, and more continue to do so. Given 
the differing plan designs, financial conditions and fiscal frameworks across the nation, a diverse 
range of solutions will he required for each, and one-size-flis all federal mandates will only serve to 
hinder rather than help state and local recovery cnbris. 

State and local govemmenLs have rigorous accountability requirements set in statute and Uirough 
regulation, and follow Ktringcnt accounting standards in accordance with Gencntlly Accepted 
Accounting Principles (GAAP). Similar to how (inancial reporting requirements tor federal agencies 
are set by the Federal Accounting Standards Advisory Hoard (t-ASAB). reporting for .state and ItKal 
govemmems and their pension plans arc adopted by the Govcmmcmal Accouniuig Standards Board 
(GASB). Both FASAB and GASB were esiahlislicd recognizing runduincntal din'crences between 
govemmenis and bu.siiiesses. which require unique acciiunting and Umincial reporting standards 
essential for public accotmiBbility and for an efricient and elTeclive fiinctioning of government. 
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■St«)lc nnd locai government retirement system!: folUns CiAAP standards established h> CiA.SB and arc 
current)) required to report all of their llnancial data in C'omprchensKe Annual Financiul Reports 
(CAFRs). which are audited, publicly available and cun be cusil) accessed by anyone. The C'Al R 
contains consldenible intbrmation about the pension hind's liabilities, asset vahies. assumptions, 
rates of ivlum. annual required contributions, as well as other pertinent mrommlion. Slate and local 
retirement systems are also subiect to open records statutes. I rcedom ol’litrominiion Acts, open 
meeting and sunsliine laws, itiid other public uccoumabtlity requiremenus. 

f cdcnil propiLsois such us M.K. 567 would tes'v u whole new und conlliciing Federal reporting regime 
on lop of these existing state and local structures. In addition, they would paint a misleading picture 
of public imance und impose costly mca-sures Far more conservative than Federal (uw requires even 
of corponitions. Further, the Icgislution threatens the cunvnl tux exempt s(a(u.s of slate and iixal 
government Ivmds ifanv of the numerous and complex caictiluiions imposed arc deemed insiitlicient 
by Federal agencies. 

I hits, our organisations wrote to all members of I'ongress earlier this > ear to register our strong 
opposition u> H.R. 567. noting this legislation creates a dangerous precedent with rcgiu'd to federal 
laxalion and regulation of stale and lcN:al governments. In addition, (he proposal repa‘scnl.s a 
fundamental luck of understanding regarding the operations und funding of public pensions and the 
strong accounting rules and strict legal constraints already in place requiring open and transpareni 
gov ernmental Imanciat reporting and processes. 

GASH is an independent standurd-selting body that regularly reviews the reporting requirements of 
slates und Uxalities. H.R. 567 inappropriately preempts a fonnul. mulli>ycar project in which CiASB 
Ikis been examining its current accounting and reporting standards for state and local government 
pensions, and in which proposed new disclosure requirements are expected shortly. 

Further, this legislation ignores (he extensive efforts made at the state nnd local levels to close .short- 
term budget deticits as well as address lunger-iemt obligations such as pcasiuns. inaccurate and 
misleading descriptions of the state of public luiuncc and pensions are utdtelpfu) and Federal 
intrusion into arca.s that are the liscal responsibility of state and local governments are unwarranted. 

At a lime when Congress and the Administration are both discussing the need to remove regulatory 
barriers, it makes little sen.se to impose disruptive and costly federal mandates that interfere with 
state and local government rcc»*vcr\ cOons already underway . do not allow .states and localities to 
adopt tailored solutions to meet their unique long-icnn needs, and set a dangerous precedent with 
regard to I ederul taxation of stale and local guvenimeni bonds. 

We welcome the opportunity to work w ith the Commillec as you further examine these important 
is.sucs. We have uiiuchcd u fuel sheet on public pensions for your review, as well as u siimmaiy of 
whui H.R. 567 docs and docs not accomplish. Ifyou have any questions or would like uiiditionul 
information, please do not hesitate to contact our organizations' legislative repreventalive.s: 

Deseree Gardner. National Association of Counties. (2(12) 942-421U 

Neil Uomberg. National I .caguc of Cities. (202) 62b-3()42 

l.any Jones. Gnited Slates Conference of Mayors. (202) 293-7330 

i lizabeih Kcllar. International City 'County Management Association. (202) 962-3611 

Cornelia Chebinou. National Association of State Audiiorv Comptndlers and Treasurers. (202) 624-545) 

Barrie I abin Berger. Govcnimcnl Finance Oflicers Association. (202 ) 393-R467 

fiiiu Chiapedu. Inieniutional Public Manngcincnl Association for Human Resources. (703) 549-7100 

Leigh Snell. National C ouncil on l eacher Retirement. |540) 333-1013 

.Icannine Markoc Raymond. National Association uf Stale Rciircmcnl Adminkslralori. (202)624-1417 


Attachments (2) 
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The Public Employee Pension Transparency Act 
("PEPTA" HR 567/S 347) 


State and lava/ f*avernnients hm e rigorous accountahiiity requirements set m statute and 
throufib ref^tdatinn, and fnlioH' stringent acatunting standards in accordance with Generaiiy 
Accepted Accounting Principles. HR S67 and S 347 would nevertheless te\ya whole new and 
con/licting Federal reporting reghnc on top oj these existing state and local structures, paint a 
misleading picture of public finance, and impose costly measures far more conservative than 
Federal law requires even of corporations. Further, the legislation threatens the current ta.\ 
exempt status of state and local government bonds if any of the numerous and complex 
calculations imposed are deemed insufficient by Federal agencies. 

What the bill does; 

• Creates a worrisome precedent regarding federal regulation of state and local 
governments and taxation of their bonds 

o Mandates a cosily and complex layer of Federal reporting on lop of existing slate 
and local accounting and reporting. 

0 Gives Federal regulators sweeping ptiwcrs lo impose duplicative rettuircmenis on 
Slate and local governments already struggling to comply with existing Federal 
paperwork burdens. 

0 Jeopitrdizes state and local financing of infrastructure and other critical needs by 
stripping the lax exempt status on bonds issued by state and local governments if 
new regulations are not met lo the regulators' satistaclion. 

o Creates confusion as to which entities are required to report information to the 
Federal government and penalizes state and local govcrnnicnts that issue municipal 
bonds for simple, unintended reporting errors. 

o Tliivaicns far-reaching and unintended consequences for the municipal bond 
market and the economy as a whole. 

• Falseiy depicts the true condition of state and local governments and their retirement 
systems 

o Requires slate and local governments lo report as though (hey are invested only in 
U.S. Trea.suries, not the diversiHed portfaiios actually in use. Iliis would create a 
false picture of the true condition of public pension plans and mislead taxpayers, 
alarm retirees, frighten investors and confuse policymakers. 

o In 2006. Congress rejected similar public reporting requirements for corporate 
pension plans because the private sector argued. Just as the public sector is now, 
that such reporting signincantly increased costs and volatility, and was irretevunt. 
The U.S. Chamber of Commea'c icslined that “these calculations are among the 
most burdensranc and costly procedures a plan can ever endure,” “would not 
provide relevant information in the majority ureases.” and 'nhis information would 
unduly alarm plan participants.” 

0 Creates the false impression that one state's pension system can be directly 
compared with that of another stale by ignoring important differences in the 
sovea’ign entities and political subdivisions that s^>n.sor these programs, as well as 
live unique demographic make-up, cost-of-living, inflation factors, mortality rates, 
and fiscal condition of each. 
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What the bill does NOT do: 

• Ones SOT lower taxptfyer costs 

o T)ie Federal goveninieni does not guarantee state and local government 

employees' pensions, mid no public pension plan is asking for Federal financial 
assistance. This is a red herring. 

o At a time when both Congress and the Administration want to remove regulatory 
barriers, this bill would impose complicated, cosily Federal mandates that will only 
interfere w ith state and local rccoverv efforts. 

• Does SOT increase transparency and understanding regarding state and heal 
government retirement systems 

o PEPTA is not about transparency. Public pension reporting is already transparent. 

o State and local government retirement systems are currently required to report all 
of their financial data in Comprehensive Annual Financial Reports (CAFR), w hich 
arc audited, piiblicK available and can be easily accessed by anyone. The CAFR 
contains considerable information about the pension fund's liabilities, asset values, 
assumptions, rates of return, annual required contributions, as well as other 
pertinent information. 

• Does SOT improiv public pension accountahility 

o Slate and local government retirement systems are already required to adhea* to 
strict accounting standards set by the Governmental Accounting .Standards Board 
(GASB). This independent standard-setting body regularly reviews the reporting 
requirements or.states and localities. 

o PEPTA inapproprSatclv preempts a formal, multi-year project in which GASB has 
been examining its current accounting and reponing standards for state and local 
government pensions and is expected to issue proposed new disclosure 
rev|uircmenls in mid-201 1. 

o In 2010. an unprecedented number of states made changes to their pension 

beneflLs, contribution requirements, or both, and many more states are e.xpected to 
follow suit in 201 1 - all done without tite need for Federal intervention. 

o One-size-fits-all Federal mandates that inlerfere with stale and local government 
recovery efforts already undenvay, do not allow states and toculilies to adopt 
tailored solutions to meet their unique long-term needs, and set a dangerous 
precedent with regard to Federal ta.xation of state and local government bonds, 
simply make poor public poiic) . 
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Facts on State and Local Government Pensions 


Rctimnonl systems remain a small portion of state and local government budgets. State and local sovernment 
pensions are not paid out of ceneral operating revenues, but Instead, a trust that public retirees ar»d their employers contributed to 
while they were working. The portion of state and local government spending dedicated to retirement system contributiorts is about 
three percent ’ While some pensior> trusts are fully funded {tbey have enough assets in the trust riow for all pension obligaiiorts). 
ioHowing the recent market decline, plans will need to Increase their contribution levels to five percent on average to return to full 
furtding.' The unprecedented number of benefit and Onancing changes in public plans over the last few years will help to keep any 
required Increases to a minimum. 

Public pension plans nre not in crisis. Mt>si state and local government employee relrremeni systems have substantial 
assets to weather the economic crisis: those that are underfunded are taking steps to strengthen funding. It is important to 
understand that pensions are funded and paid out over decades. There is currently $2.7 trilhon already set aside in pension trusts for 
current and future retirees. Further, state and local government retirees do not draw down their pensions all at once. Employees 
must reach certain age and/or years of service before they are eligible for a pension; once retired, they must receive their pension In 
installments over their retirement years (as an annuity). 

State and local govcniments are already taking steps to secure their pensiuns for the long'tenu. More state 
ano local goveinmer>ts enacted significant modifications to improve (he long-term sustainability of their retirement plans in 2010 
than in any other year In recent history. In the past few years, nearly two-thirds of stales have made changes to benefit levels, 
contnbutiorr rate structures, or both; many local governments have made sirnilar fiircs to their plans ^ 

Public employee.^ share in the financing or their pension, which in many cases is in lieu of Social Security. 
The vast ma|ority of pubik employees are reouired to contribute a portiort of their wages'— typically five to ten percent— to their 
state Of local pension, ar>d tlrese contribution rates are being raised in many state and local governments. Employee conlhbulions 
along wHh irtvestment returr^s comprise the maiority of public pension fund revenues The average retirement benefit for public 
employees ts $22,600 and tor many of them, including nearly half of all teachers and over two-thirds of firefighters and public safety 
officers, It ts in lieu of Sooat Security State and local salaries on which these pensions are based are lower than those for private 
sector employees with comparable education and work experience, even when benefits are included * ' 

Pension dollars help (he economy of every jurisdiction. Public employees live in every city and county in the nation; 
more than 90 percent retire In the same jurisdiction where they worked. The over $17$ billion In annual benefit distributions from 
pension trusts are a critical source of economic stimulus to communities throughout the nation, and act as an economic stablliier m 
difficult financial times. Recent studies nave documented public retirement system pension dlslribulions annualty generate over $29 
billion m federal tax revenue, more than $21 billion in annual state and local government lax revenue, and a total economic impact 
of more than $3$8 billion.'' 

Long-term iiivesUnonI returns of public funds continue to exceed expectiitiotis. Since 1985 -a period that has 
included three economic recessions and four years of negative median public fund investment returns • actual public pension 
investment returns have exceeded assumptions.' For the 2S-year period ended 12/31/09, the median public pennon mvesinseni 
return was 9.2Sfi.* Moreover, for the year ended 6/30/10, this return was 12.89k.’ These actual returns exceed the S9i average 
public pension investment assumption, as well as the average assumed rate of return used by the largest corporate pension plans.^ 

State and lucdl guvcrntneni rertrement systems do not require, nor are they seeking. Federal finundul 

assistance. The great strides made in the afailltv ot stale and local government retirement systems to ensure that more ttian 20 
rnDDon working and retired public employees have financial security in retirement have been achieved without Federal miervenilon 
One-slac-Hts-all Federal regulation H neither needed nor warranted and would only inhibit recovery efforts already underway at the 
state and local levels. 
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May 16, 201 1 


The Honorable Charles W. Bouslany, Chairman 
Ways and Means Subcommiltee on Ovcrsighl 
1 136 l.ongworth Mouse Office Building 
Washington. DC 20515-6350 

The Honorable John R. Lewis, Ranking Minority Member 
Ways and Means Subcommittee on Oversight 
I I39F. l.ongworth House Office Building 
Washington. DC 20515-6350 

Dear Chairman Boustany and Ranking Member Lewis: 

We. the undersigned public employee unions, wish to correct for the record a statement made by 
Representative Devin Nunes (R-CA) during the Oversight Subcommittee’s May 5"' hearing on 
the traasparency and funding of State and local defined benefit pension plans. In an exchange 
with witness Iris J. Lav, Representative Nunes stated that his legislation (H.R 567. the Public 
Employee Pension Transparency Act) was put together to protect public employees, expressing 
the view that public employees would benefit faim the new federal intrusion into how slate and 
local governments report die financial status of its public employee pension plans. 

On behalf of the approximately S million public employees our organizations collectively 
represent, we wish to assure the committee that we neither requested nor would welcome the 
burdensome and misguided new federal mandates that the legislation would impose. Our 
organizations strongly support pension plan transparency, and have worked for decades to 
improve reporting and disclosure requirements. Rather than providing meaningful 
measures, H.R. 567 could create a distorted picture of plan funding. The bill will not provide 
transparency as slated. Instead, it will create different measures than plans currently use- 
creating confusion among decision-makers and potentially leading stales and local governments 
to abandon dellned benefit public pension plans. Such a result would unquc.stionably be 
detrimental to the men and women employed by states and localities. 

Organizations representing public employees are united in our opposition to this legislation, and 
we take strong e.xceplion to any claim that the legislation would benefit them. 


Sincerely, 

American Federation of Slate. County and Municipal Employees 
American Federation ofleachers 
Fraternal Order of Police 
International Association of Fire Fighters 
National Education Association 
Service Employees International l.'nion 
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Muniapal Employees* Retfrement System 


I 


TO: Committee on Ways and Means / Subcommittee on Oversight 

FROM: Municipal Employees Retirement System of Michigan 

DATE: May 16,2011 

RE: Written Comments: Transparency and Funding of State and Local 

Pension Plans and HR 567 


HISTORY OF MERS 

The Municipal Employee Retirement System (MERS of Michigan) was established by the 
Michigan legislature In 1945 as the state pension pool system for municipalities MERS 
operated under the direction of the Department of Management and Budget until 1996 when the 
system was removed by the legislature from direct state control MERS has since operated 
under Its statute as a public nonprofit governmental pension plan, an instrumentality of all the 
participating municipalities and courts of Michigan 

MERS membership is. and always has been voluntary MERS offers defined benefit, defined 
contribution, and hybrid pension plans. Currently of the approximately 890 municipalities in 
Michigan offehng pension benefits. 760 belong to MERS. representing over 2100 separate 
pension plans. The remaining 130 non-MERS municipalities manage their pension plans 
individually 

Recent studies indicate that over 91% of the 27,150 MERS plan retirees continue to live in 
Michigan and those retirees contribute over $451 million annually to Michigan's economy 

All told, there are over 250,000 public sector retirees living in Michigan, and those retirees 
support 57,300 jobs in Michigan. 

FINANCIAL DATA 

MERS combines the use of both in house investment management and outside contracted 
money managers Currently about 15% of the defined benefit assets and 100% of the defined 
contnbution pension investments are managed in house by MERS As of April 1 , 201 1 . total 
assets under investment were at $6 578 billion 

As of December 31, 2009, the average pension benefit in the MERS system was $16,991 a 
year, or $1416 each month, and it should be noted that National Association of State Retirement 
Administrators data indicates that nationwide. 28% of municipal employees and 70% of police 
and fire employees worK in positions not covered by Social Security 

For every dollar of pension assets in the MERS defined benefit system. 64 cents comes from 
Investment returns, 26 cents comes from the municipality and 10 cents comes from the 
employee As the market downturn from 2008 works Its way off the books, in response to 
robust Investment returns in 2009 and 2010 (17.1% and 14.43% respectively) as the economy 
continues its recovery, assets are likely to further Increase, as will the amount of required 
employee contributions Additionally, pension system reforms will result In decreasing employer 
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liabilities thus lowering their required contributions Collectively, these reforms should decrease 
the amount of municipal dollars that will be required to fund a defined benefit system In the 
coming years 

US public pension fund assets compnse about 6% of the total worldwide economy. The 1000 
largest public pension systems in the U.S. hold investments of $6.6 trillion, of that. $4 7 trillion 
are defined benefit plan assets while the remaining $1.9 trillion are in defined contribution. 

FINANCIAL ISSUES 

There has been much said about the funding sources and funding levels of public pension 
plans, and based on its experiences MERS has a difficult time understanding how many of the 
conclusions that are being asserted could have been reached MERS also questions the 
general concept that municipalities would be best served by simply closing out existing defined 
benefit pension programs and placing all new hires into defined contribution plans Our data 
and our experience in offering defined benefit, defined contribution and hybrid pension plans 
along with many other pension-related programs, indicates that in many cases, this is simply not 
accurate 

In a number of committee meetings, testimony has been given claiming the following: 

"Employer contributions are not being made, resulting in serious underfunding 
situations for public pension funds." 

The fact is that at the present time, only four of MERS 760 municipalities are past due in making 
their required pension contributions (representing about six-tenths of one percent of the total 
annual required employer contributions). The lowest funding level among the four municipalities 
is 83%. Historically, delinquent contributions have been almost nonexistent and when late 
payments do occur, they are typically the result of time lags in the municipality receiving funds 
due to them (such as a hospital awaiting Medicaid and Medicare payments from the state and 
federal government). Of the lour entities that are currently past due, one is a hospital and one is 
a community that is in the process of having a Financial Manager appointed by the state. The 
extremely low rate of delinquent employer contributions is largely due to the mandate of the 
Michigan Conslitutlon of 1963, Article 9. Section 24, requiring that local governments must 
prefund annual pension accruals (and make contributions on unfunded liabilities). 

"No future employee contributions are likely to be made." 

In Michigan, the average employee contribution to municipal defined benefit pension plans is 
just under 5% of the cost of the plan Proposed legislation suggested by Governor Snyder 
would increase the employee contribution towards funding the cost of pension obligations (and 
20% for health care, if health care benefits are offered to employees). Even without such 
legislation, many local government plans have already negotiated increases in the amount of 
required employee pension (or health care) contributions. 

"The investment rate of return is well below what is required to fund public pension 
plans." 

The market return on investment at MERS for 2009 was 17.1%, for 2010 it was 14.43% and the 
unaudited return on investments for the first quarter of 2011 is 4 33% The investment return 
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average for the past 25 years at MERS is 9.52%. The assumed rate of investment return has 
been 8% since 1981 

"Public pensions are using assumptions that mask serious problems that will result in 
the financial collapse of public pension systems." 

MERS has used what is known as the entry age / normal costs actuarial funding method since 
1993 This method requires that a municipality contribute the amount required to advance fund 
the pension benefits of an employee at the acceptable amount of normal cost for the expected 
term of their employment at the municipality. Using this method, a municipality Is assured that 
they are regularly making a pension contribution that will cover the pension cost of that 
employee from the first day on the job until their final day of employment. MERS also uses the 
practice of “smoothing' Investment returns above or below the assumed 8% return over a ten 
year period. This is done to avoid huge fluctuations in the contribution rates for municipalities 
from year to year. Smoothing results In more level employer contributions making it easier to 
budget pension obligations, but results in a municipality paying more than they would pay under 
a market value system (when returns are less than 8%) and less (when returns exceed 8%). 

The end result is the same, smoothing simply lessens the annual volatility in the required 
employer contributions that would result from a straight market value approach. 

"Overly rich pension benefits have resulted in huge unfunded liabilities and many states 
face serious financial problems as a result. " 

There is no doubt that current financial situations have forced state and local units of 
government to take serious measures to reduce their short and long-term costs so that 
employer contributions may be lessened (or abated). As a result, municipalities have reformed 
pension plans and are seeking additional reforms to further reduce the cost of providing pension 
and health care benefits. 

That said, as mentioned earlier, only four MERS municipalities are past due in making their 
defined benefit pension contributions. MERS assists municipalities in implementing reforms to 
limit or reduce both current and future costs, and continues to work with the legislature and 
Governor Snyder on statewide reforms to all public pension systems in Michigan. 

An honest investigation into the states that currently suffer serious financial situations in their 
pension plans will disclose that this situation Is often the result of actions taken by the legislative 
and executive bodies In those states that have diverted funds that were required or earmarked 
as employer pension contributions, to other programs As a general rule, the states that have 
made their required pension payments enjoy fairly healthy pension systems. In Michigan, the 
pension systems remain fairly well funded despite the fact that the states' economy has been in 
a depression for the past ten years, and past governors and legislatures have twice covered 
shortfalls in the general operating budget by having the pensions use trust funds to cover 
expenses that were othenivise funded by the general fund. The actuarial funding requirement of 
the Michigan Constitution of 1963, Article 9, Section 24, has for almost 60 years enforced 
pension funding discipline on the state and local governments. 

PENSION REFORMS IN MICHIGAN 

Michigan Governor Rick Snyder and the current legislature have taken drastic measures to 
reform the structure of the public pension system in Michigan. A handful of these reforms have 
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been signed into law, many are being considered by the legislature at the present time, and a 
number will be introduced in the coming months. 

MERS has been allowed to play an active role In the development of these reforms, despite the 
fact that we are not totally supportive of every detail of many of these reforms; we are. in 
general, agreeable to the reforms and supportive of the efforts to make structural, long term 
reforms and improvements to the public pension systems 

An example of some of the reform measures include: 

Reforms to the Emergency Manager Statute 

Far-reaching legislation enacted in March 2011 greatly expands the powers of state appointed 
Emergency Managers for local units of government and school districts that are In serious 
financial distress. Among the most important of these newly expanded powers Is allowing the 
Emergency Manager, under specific circumstances to strike any or all provisions of a collective 
bargaining agreement, remove any or all appointed or elected local officials. Including pension 
board members, and with the approval of the state treasurer, take sole control of the pension 
system The Emergency Manager would also have the power to appoint new members to 
boards including pension boards. When the municipality or school district is returned back to 
local control, there must be a two year, non-amendable budget In place and collective 
bargaining agreements In place cannot be changed for five years. The Emergency Manager 
also has the power to place a pension plan into MERS if the plan is currently independent 

Reforms to State I Local Revenue Sharing Agreements 

Governor Snyder has proposed tying future state revenue sharing payments to municipalities 
based on firm municipal proposals for consolidation of services and pension reform. In order to 
receive future revenue sharing payments, a municipality must establish a pension plan structure 
that limits the employer cost at 10% of payroll or below, requires that final average 
compensation amounts be calculated on at least three consecutive years of employment and 
limits all one time pensionable payments to 240 hours, and requires that at least 20% of the cost 
of employee health care coverage be paid by the employee This language is contained in the 
201 1 - 2012 General Government Budget that will be approved by the legislature in the next 
few weeks 

Pension Cost Containment 

MERS has drafted legislation that should be introduced in the next few weeks that would put 
cost containment and anti-pension spiking language into statute that will apply to all local 
governmental pension plans in Michigan. At the present time, similar limitations exist in the 
MERS pension systems, but do not apply to the other municipal pension systems in the state 

The proposed amendments would not allow the enhancement of existing benefits or the 
approval of new benefits unless a pension system is at least 80% funded (using the entry age / 
normal cost actuarial funding method) before and after the proposed benefit change. Where 
the proposed change reduces actuarial liabilities, the 80% funding requirement does not apply 
(as the change will correspondingly increase the funding level). In addition, the proposed 
legislation would require that all pension benefits be calculated on a final average compensation 
that was calculated on at least three continuous years salary, and limit the amount of unused 
vacation time, sick time, overtime or other one time payments to a combined total of 240 hours. 
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MERS expects that these proposals will be approved by the legislature either as stand-alone 
legislation or as part of a single pension reform bill that Is being drafted by the Department of 
Treasury 

COMMENTS ON HR 567 

MERS strongly opposes HR 567 for a number of reasons. In general, we feel that this is an 
area that always has been, and should continue to be. a state and local responsibility The 
federal government, in our opinion, has one role in this matter, and that role is to tell the states 
and local units of government that the federal taxpayers will not pay for any bailouts, loans or 
any other form of financial assistance due to pension problems Beyond that, the federal 
government should leave it to each state and local unit to address its own problems There is 
not a state in the union that has suffered the financial distress that has occurred in Michigan 
over the past ten years, but despite that. Michigan has been and is taking measures to address 
this matter If Michigan can achieve this, there is no reason that every other state in the union 
cannot do the same In its own backyard 

The bill is also flawed in a number of areas. The requirement that the financial data be based 
upon market value is clearly designed to reach a desired, preconceived outcome. Basing 
financial data strictly on market value is an unrealistic requirement that will render any data 
received as unrealistic Furthermore, the annual actuarial valuations for each MERS 
municipality's separate pension plan(s) has for many years reported the market value of assets. 
Under HR 567's disclosure requirement, most (if not all) governmental pension plans in the 
country would appear to be underfunded. Requiring the use of so called riskless rates of return 
will also result in unrealistic data. Requiring MERS to figure their investment rate of return at 
Treasury bill rates of 4% makes no sense when MERS actual rate of return is 17.01% in 2009, 
14.43% in 2010 and 4.33% so far in 2011. It doesn't even make sense when you compare our 
26 year return rate of 9.52%, unless, of course, the requirement is aimed at proving a distorted, 
preconceived conclusion. 

MERS cannot understand why the bill has not. to our knowledge, been scored. It is difficult to 
believe that the US Department of Treasury is going to review and analyze hundreds of 
thousands of reports at no cost to the federal government. MERS alone has 760 municipal 
pension plans (containing 2100 separate plans) that would be required to file the report, so the 
number nationwide would likely be many thousands. 

It is also difficult to understand how the federal government would strip the tax exemption from 
local municipal bonds In Michigan, it is currently almost impossible to get bidders for municipal 
bond offerings. Already unattractive to investors, municipal bonds will become completely 
impossible to sell If the tax exempt designation would be at risk because the municipality failed 
to file a report that will be filled with nearly useless data. 

It is not the intent of MERS to diminish the issue of underfunded pension plans where they exist. 
States and local governments need to Immediately begin to focus on reforms that will be 
necessary to assure that their plans remain sustainable. MERS has been and is committed to 
this objective for our members HR 567, and more importantly, the mind set of those who 
support the bill are. in our opinion headed completely in the wrong direction. 

M£RS Ways & Means Testimony 5*1^1 1 
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Great Public Schools for Every Student 


St^lemcnt of the National Hducaiion Association 
To the 

Suhcommiuee on Oversight 
Committee on Ways and Means 

Hearing on 

“Transparency and Funding of State and Local Pension Plans** 

Mays, 2011 

The National F.ducation Ass<Kiaiion. representing 3.2 million public educators working in classrooms 
across the country, respectfully submits (his statement for the record in conjunction with the above* 
referenced hearing. We thank (he Subcommittee for the opportunity to provide these comments. 

NEA strongly believes that ail working Americans public and private sector employees alike > deserve 
a secure retirement. Part of the American dream is to be able to retire with dignity and security aher a 
lifetime of hard work. Yet, increasingly, more Americans are facing unattractive choices - having to 
work indeHnitely (If they can find a job and are physically abick living in poverty, or being forced to 
look for assistance from family or government. Without adequate retirement income, older Americans 
will lack the resources that allow them to live independently, utTord health care, and contribute to the 
economy. 

We are deeply concerned by rhetoric and actions being taken at the state level that place the blame for 
state budget crise.s on public employees and public sector pensions. We believe the focus on pensions as 
a solution for budget shortfalls is misplaced, and will only undermine the secure retirement earned by 
public employees and further jeopardize economic recovery . 

Pension Plans Not in Crisis 

Public pension plans are not in crisis. Participants do not ail retire on the same day and draw down their 
pensions. On the contrary, pensions are funded and paid out over decodes.' Pension liabilities are being 
misused by opponents of public pension plans to confuse the long-term nature of pension obligations 
with short-term debt obligations. They have created the misguided impression Utat drastic and 
immediate measures ore needed to avoid an imminent fiscal meltdown. 

The iruili, however, is that public employee retirement systems have substantial assets. There is 
currently $2.7 trillion already set aside in pension trusts for current and future retirees' Boston College 


Finn You SfiituM Knmr. Snite otkiloLvl Pof}iU’Uf>fi.y Municipal Qonds. State unJ l.ucal PeiMions. ICMA, Maiioital 
Governors Asflocistion. Naiinnal Conference of State l.cgisiBture!i. Council of Slate Oovcmnients. National Association of 
Counties. National League of Cities. LLS. Conference of Ma> ors. National A vstKration of State Budget Ofllccrs. National 
Association of -Stele Auditors. Comptrollers and rreasurers. Ciovemment Ftnanee OBiccrv Associalion. and National 
Association of State Retirement Administrators, february 201 1 . 
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researchers project that public pension funds arc sustainable and have sufficient assets to pay benefits 
now and into the future. 

The recent Pew Center report, “The Widening Gap: The Great Recession's Impact on State Pension and 
Retiree Health Core Costs.** may cau.se unnccessaty' alarm because the data do not reflect current market 
conditions. The Pew report is based on the 2008 and 2009 period, following the slock market crash, and 
the condition of anyone's portfolio during that period would be dismal. Like all investors, public 
employee pension plans were hit by the downturn in the stock market, but they are durable and efllcient 
and over time, they can recover their losses. Most state and local government employee reliremenl 
systems have substantial assets; those that are underfunded are taking steps to strengthen funding. 

In contrast to the Pew report, new research by the National Conference on Public Employee Retirement 
Systems (NCPRRS) paints a much different, much more accurate, and far more positive picture. Rased 
on the mo.si recently reported data, public funds had an average one-year return of 1 3.S percent, funds 
participating in the study reported a 20-ycar average of 8.2 percent 1'he NCPF.S report also found that 
“although media coverage has focused on a handful of troubled funds, most funds are managed 
responsibly and maintain strong funding levels. On average, funds are 75.7 percent funded and continue 
to work toward full funding.'* 

More state and local governments enacted significant modifications to improve the long-term 
sustainability of their retirement plans in 20I0 than in any other year in recent history. It is not the fault 
of public employees Uiai some states did not make adequate pension contributions in the past or that 
Wall Street practices caused the recession and the loss of jobs and billions of dollars in investmenLs. 
Nevertheless, in the past few years, nearly two-thirds of .states have made changes to benellt levels, 
contribution role structures, or both, and many local goverrunents have made similar tlxes to their 
plans.* Only a year after suftcring record investment losses, many of the nation’s largest public pension 
plans arc reporting double-digit percentage gains for the budget year that ended in June 2010. 

It is imp4>rtam to note that the majority of public employee pension benefits are funded by returns on 
fund investments — about 75 penrenl. Although the amount contributed by employers to fund benefits 
often varies from year to year, the average amount is currently about 9.5 percent, while employees 
contribute about 6 percent of their salary. Public employees share in the financing of their pension, 
which in many cases is in lieu of Social Security. The vast majority of public employees are required to 
contribute a portion of their wages — typically five to ten percent — to ihcir state or local pension, and 
these contribution rales are being raised in many slate and local governments.* 

Economic Contributions of Public Employee Pensions 

Public employee pension checks represent a vital, continuous source of spending in every state, city, and 
community across America. Some 7.3 million retired Americans receive a monthly pension check, 
which translates into enormous economic benefits. Spending by retirees provides stability to national, 
state, and local economies, especially during tough economic times. 

Pension dollars help the economy of ever)' jurisdiction. Public employees live in every city and county 
in the nation; more than 90 percent retire in the same jurisdiction where they worked. The over SI 75 


* Can Slate And Local Pcnsioii.<i Muddle Through?, Alicm H. MunnvU. Auhry. Joxh Humtt:. utui Lmutt Qmnby. 

Center ht RetiremetU Re^eoreh at CV/Wejgf. \farch 2011 

*2011 NCPKRS Pubtic hund Stud>. Pretiminar) Resutis, April 201 1 S{ud> conducted b> National C'onrereiice on Public 
Employee Rclirvntcnl Systems and Cobalt Community Research 

* und ReOrenKn! Plan Emctmenh in lOlOSuntt ieghlainrvs. National Conl'crcnce of Stale Legislatures 

* The R Suve um! Local Guveromem Kmitloytvs. Center for I'conomic and Policy Research; Out of Halancc'/ 

Comporin^ PuHic am! Private Seentr C ompen\<4{Hm t h'cr 20 Yeary, Center for State and Ixical Gf«vcmmenl 
Lscellence/National Institute on Retirement Securtiv 
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billion in annual benefit distributions from pension trusts are a critical source of economic stimulus to 
communities throughout the nation, and act as an economic stabilizer in difficult financial times. For 
example, expenditures made from slate & local pension benefits for fiscal year 2005-2006; 

* I lad a total economic impact of more than S558 billion: 

* Supported more than 2.5 million Aincrtcan jobs that paid more tiian S92 billion in total 
compensation to American workers; 

* Supported more than $57 billion in annual federal, state, local tax revenue: 

* Had large multiplier effects. Each taxpayer dollar invested in state and local pensions .supported 

$1 1.45 in total economic activity, while each dollar paid out in benefits supported $2.36 in economic 
activity; 

* I lad the largest impact on the manufacturing, health care, finance, retail trade, and accommodation 
and food service sectors.’ 

Great Public Schools and Retirement Security 

Protecting the economic future of public school employees is not only the right thing to do, it is the 
smart thing to do - it ensures a high quality workforce and a health) economy. But in order to retain the 
most accomplished individuals in our classrooms, we need to take cure of them now and in the future, 
t his coiintr)' demand.s a lot from its teachers and others who work in public schools and rightly so. 
nducaiion professionals enter and sia) in the profession, not for the money, but because they arc 
dedicated to helping their students Icam and prepare for the future. They don’t c.xpcct to be wealthy, but 
they do expect and deserve a decent retirement. 

Defined benefit plans arc a proven tool for retaining accomplished public sector professionals. TIk*> 
provide public sector workers with a more secure and predictable pension than other types of retirement 
plans. Yet plan benefits for education employees are modest, fhe pension of a full career education 
employee replaces only a portion of the salary earned while working, and educators' salaries are so low 
that their pension provides only a modest living in retirement. The average retirement benefit for public 
employees is $22,600 and for man) of them, including nearly half of all teachers and over two-thirds of 
firefighters and public safet) officers, it is in lieu of Social Security. State and local salaries on which 
these pensions are based are lower than those for private sector employees with comparable education 
and work experience, even when benefits arc included. 

The Public Employees Pension Transparency Act 

NFA opposes the Public Employees Pension Transparency Act (PEPTA), which would require sponsors 
of state and local government employee pension plans to report funding infomialion annually to the 
Sccrelar) of the Treasur). Governments failing to do this would lose their ability to issue tax-exempt 
debt until they comply. The bill would use difTeamt measures for the required reporting than lho.se used 
to fund plan.s. TIte measures arc also difi'erent from what the Governmental Accounting Standards 
Board (GASB) requires. 

Rather than providing meaningful measures. PEPTA could create a distorted picture of plan funding. 

The bill will not provide transparency as stated. Instead, it will create different measures than plans 
currently use - creating confusion among decision-makers and potentially leading slates to at^idon 
public pension plans. 

Conclusion 

The real key to viable employee pension plans is to ensure that our economy continues to recuperate in a 
healthy and responsible way. Instead of looking at taking away retirement security from public 
employees and demanding unneeded action to change their benefits, wc should protect Utem while 
working to restore retirement security for all American workers. 


}’gu.iitoNHHk s Mca^urmg ihc Lconomic Impact of State and I.LiCi)l Plans. National Institute on Ketiremcnt Security 
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On the Record Statement 
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by Hank Kim, Esq. 

Executive Director and Counsel 

National Conference on Public Employee Retirement Systems (NCPERS) 
Before the Committee of Ways and Means Subcommittee on Oversight 
Submitted May 5, 2011 


Introduction 

Thank you for allowing my organization, the National Conference on Public Employee 
Retirement Systems (NCPERS), to submit this on-the-record testimony for your review. 

The growing national debate over public pension funds has raised a wide range of 
concerns. Some of those concerns are justified, but many are not. In many instances, the 
current debate has generated much more heat than light. It is our hope that our 
testimony will shed much-needed light on the status of public pension plans and provide 
the subcommittee with up-to-date data on the health and sustainability of those plans. 
Given the contentious political dImate that has put public pension plans under attack, it is 
crucial that policymakers at all levels of government are operating with full and accurate 
information and that they are evaluating that information in the proper context. 

NCPERS is the largest trade association for public sector pension funds, representing more 
than 500 funds throughout the United States and Canada, it Is a unique non-profit 
network of public trustees, administrators, public officials and investment professionals 
who collectively manage nearly $3 trillion in pension assets. Founded in 1941, NCPERS is 
the principal trade association working to promote and protect pensions by focusing on 
advocacy, research and education for the benefit of pubic sector pension stakeholders. 
Further, NCPERS promotes retirement security for all workers through access to defined 
benefit pension plans. 

In addition to serving as Executive Director and Counsel for NCPERS. I currently serve as a 
Trustee on the Fairfax County Uniform Retirement System, $1 billion public employee 
retirement system providing pension coverage for the Fire ft Rescue Department, Sheriff's 
Department, and certain other sworn employees of Fairfax. Virginia, i also served on the 
iVlornmgstar Pension Endowments and Foundations Steering Committee and City of 
Virginia Beach Mayor's Committee on Employee Pensions. Before ioinlng NCPERS I served 
for six years as a government representative for an international public sector union, 
working on benefits, appropriations, homeland security and health care Issues. I helped 
draft and lobby for passage of the Staffing for Adequate Fire and Emergency Response 


NCPERS • 444 NtXfn (apxm SltMl NW )WIM Ml iMWMnaion. bC IKJIMI • 203M4.UM • Nft ?02 dC4 UZS • * WM»ncri«l«lv 
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(SAFER) Act I have served on several Federal Advisory Committee Act (FACA) committees and 
working groups. I began my career in the office of former Sen. Bill Bradley of New Jersey, where 
I worked on the Newborns' and Mothers' Health Protection Act. 

The Health and Sustainability of Public Pension Plans 

First and foremost, we would like to assure you that the vast majority of public pension plans 
are healthy, sustainable and more than adequately funded. There are a few. extremely well* 
publicized exceptions, but they are Just that - exceptions, not the rule. And the few plans that 
are In trouble are in trouble for the same reason - failure by the government entities 
sponsoring them to live up to their legal and fiduciary responsibilities to regularly and 
adequately fund their plans. 

Illinois is currently In the news for being In last place among the states when It comes to 
funding its pension systems. Illinois’ repeated and prolonged failure to contribute what it owes 
stands in stark contrast to its employees' faithful contributions, paycheck after paycheck. The 
storv of the tiny town of Prichard, Alabama has also been chronicled far and wide. Town 
officials failed to fund its plan, defied state law by cutting off all benefits to its 150 retirees 
nearly two years ago and has sought (unsuccessfully so far) bankruptcy protection to get out 
from under their obligation. At least 18 of Prichard's pensioners have died while waiting for the 
pension checks they were promised in return for their years of public service. 

But as I said, these are the exceptions, not the rule. This spring, NCPERS and Cobait Community 
Research conducted perhaps the most comprehensive study addressing retirement Issues for 
state and local pension plans, in all, 216 public pension funds covering nearly 7.6 million active 
and retired public employees and with assets exceeding $900 billion were surveyed. The vast 
majority - 83 percent - were local pension funds, while 17 percent were state pension funds. 

What we found was that public pension plans are experiencing a robust recovery from the 
Great Recession that adversely impacted all institutional investors. They report earning above- 
average returns. And they are more than adequately funded to meet their obligations. 

Some recent studies of public pension funds paint an unrealistically bleak picture because they 
rely in the main on 2009 data - data from a low point in the Great Recession. NCPERS survey 
relies on up-to-date data and demonstrates convincingly that a lot has changed for the better 
over the past 18 months. 

The NCPERS/Cobatt Community Research Surye/s key fjndings 

Despite weak short-term investment experience In 2008 and 2009, the long-term investment 
discipline of fund managers has produced an average one-year return of 13.S percent, based on 
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the most recently reported data. Funds participating in the study reported a 20-year average 
return of 8.2 percent. 

Investment returns are the single most significant source of plan funding, comprising about 66 
percent of fund revenue. Individual plan members are a significant source of plan funding, 
contributing 10 percent of plan revenue. Employer contributions comprise only 24 percent of 
plan revenue. 

Although media coverage has focused on a handful of troubled funds, the vast majority of plans 
are managed responsibly and maintain strong funding levels. On average, public pension plans 
are 7S.7 percent funded and continue to work toward full funding. According to its February 
201 1 report Enhandng the Anotysis of US State and Local Government Pension Obligations, 
Fitch Ratings considers a funded ratio of 70 percent or above to be adequate. 

The NCPERS/Cobalt Community Research study presents a far more accurate - and far less 
distressing - picture of the actual status of public pension plans today. And our findings do not 
stand alone. Reviews by the Economic Policy Institute as well as by the National Association of 
State Retirement Administrators and the National Council on Teacher Retirement have 
produced similar findings. 

PubUc Pension Plans Adapting to New Economic Realities 

Public pension plans are not relying solely on strong investment returns to ensure their 
sustainability. Plans are already undertaking a wide range of structural changes to adapt 
responsibly to current economic realities and to guarantee their long-term health. 

In 2010. more changes were enacted by state and local governments across the country than In 
any year in recent history. More modifications are In the works - to benefits, plan design, 
operational practices, oversight practices and more. This continuing restruauring should 
guarantee not only that public pensions remain the most efficient means of delivering 
retirement benefits, but also the least costly - at least to states and localities that have kept up 
with their required contributions to those plans. Jurisdictions that have shown less funding 
discipline may ^ce greater challenges. 

NCPERS and Cobalt Community Research are currently conducting a comprehensive review of 
the changes public pension fund have made or plan to make in the near future. The full report 
will be completed in late Spring 2011 and wll) be shared with members of the subcommittee. 

America's Retirement Crisis 

While budget and revenue shortfalls have prompted officials at all levels of government to take 
a close look at public pensions systems, we believe that their focus is too narrow. The ^ct is 
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that while the vast majority of public pension plans are healthy and sustainable, they provide 
retirement benefits to only a fraction of American workers. 

The U.S. is facing an overall retirement crisis. Our ability as a nation to sustain our economy at a 
time when a record number of workers are entering their retirement years should be an 
important part of our national debate. Retirement security for all Americans - whether the 
work in the public or private sector - must become a national priority. 

The truth is that for more than 100 years, public pension plans have been the most 
economically efficient means of delivering retirement benefits. Another inescapable truth is 
that until the 1980s - when defined contribution plans like the 401(k) were introduced - 
defined benefit pensions were common in the private sector. Workers knew that with their 
pensions. Social Security and their own savings, they could retire with dignity. 

Today, there's a $6.6 trillion deficit between what 401k account holders should have and what 
they actually have. And the 80 million baby-boomers who are nearing retirement may not have 
enough time left in the workforce to earn back what they have lost in retirement assets. 

It is our hope that as they look at the functioning of state and local pension funds, members of 
Congress and other policymakers will see that public pension plans provide ample evidence of 
how effective retirement systems can and do work - and that they provide a strong model for 
addressing America's retirement crisis and providing retirement security for all. 

NCPERS stands ready to assist federal and state policymakers with facts, research, and expertise 
as they delve into policy discussions on retirement security. We invite this committee to 
contact us should you need additional information. 

nnn 
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This study 
reviews funds’ 
current fiscal 
condition and 
steps they are 
taking to ensure 
fiscal and 
operational 
integrity 


2011 NCPERS Public Fund Study 
Preliminary Results 

Compiled by Cobalt Community Research 

Executive Summary 

In March and April 201 1, the Narijinal Conference on Public I\mploycc 
llciiamcnt Systems (NCPI^RS) U'gan a stud)- to collect the most recently 
available clam on mcmlx*r hinds' hscal condinon and steps they arc taking ro 
ensure fiscal and operational inregrity. 

N<lPl niS is the largest trade association for public sector pension funds, 
aprcscnting iiKirc than 5tX) hmds throughout the L’nirnd States and Canada. It is 
a unique non-proftr network of public trustees, administrators, public offtaaU }tnd 
investment professionals who collectively manage nearly S3 trillion m pcn.sion 
assets. I'ounded in 1941. NCFI'^RIS has lx*cn the principal trade association 
working to promote and protect pensions by focusing on advocacy, research and 
education for the benefit of pul)lic sector pension srakchcilders. 

The 2fM 1 \fiPb.R.S Pubbe I’lind Study includes responses from 216 nwmlx'r 
funds with a total numlicr active and rcrired memlicrships suq^assing 7,599,1100 
and assets exceeding $900 billion, ft is the most comprehensive study addressing 
retirattetit Issues for this segmenf of the public scaor. 

Key Findings 

1 . Despite weak short-term invcsmiciU exjscncncc in 2008 and 2009. liic 
long-term investment discipline of fund managers lias prr>duced an 
average l-year reruni of 13.5 picrceiii based i>n nv>«i recently reported 
data. Funds panidparing in ilic study tepurted a 20-year average of B.2 
percent. 'Ihc aven^ temm that respondents use to calculate assets is 7.7 
percent iMth an assumed rate of inflalion of 3.5 percent. 

2. Investment returns arc the single most significant source of plan funding, 
comprising about 66 pcrceni of fund revenue. Members arc a significant 
source of plan funding and contributed lO percent of plan revenue. 
l^mploye^ contrilnitions comprise only 24 percent t*f plan revenue. 

3. Mthough media covera^- has focused on a handful of troubled fund.s, 
most fund.'^ are managed rcsponsibb' and malnbiin strong funding levels. 
Un average, funds are 75.7 percent funded and continue tt> work toward 
full funding. According ro its February 21)11 a*port 

of State and L/tad Ginyrument Ptnma Obiigations^ I’itch Ratings considers 
a funded ratio of 70 percent or alxive to be adequate. .Vs with a home 
mortgage, funding levels are designed to slowrly 1u* funded over many 
years. Ibe average amortization penod for respondents is 25.8 years. 

About Cobalt Community Research 

Cobalt Cowmi/mty /i/» is a nonprofit nsean’h coalition erttited to help 
heal schooL and oilnr nonprofit on^nie^tions meastm, bencfmmrk, and manapf their ejfibnt 
throH,^!* IngfHfiMfirf affordable SHrmsJotns }ifOMps and fihtlllattd meetinp. Cobalt ts 
he>tHtjnar1md in Ujminj^. Michi^n, 
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2011 NCPERS Public Fund Study: Preliminary Results 

I*or the 

201 1 $tudv. 216 rc5p<milt:nc^ pnivtded fccUbwck to NCPKRS the nn»st rcornt dwtu they have avmbblc. 
Appr<ixjmatcly H3 percent of respondents represented local government pensirjn funds and 17 percent 
re|>rcscnrcd statewide ruarwnent systeins. I'he graph beUtw shows the numl>cr f»f active mcmlx'rs and 
reurce/bcneficiaries represented by these funds. Iliis unuls more than covered lives, 


Count of Actives and Annuitants 
• Actives "Annuitants 




Funding Level and Returns 

( )n avcnijjc. the funded levd of responding funds is a solid 75.*^ percent. When comparing the rota! actuana) 
assets of ail respondent.'i to the total liabiitnes, rhere is an overall hmded status of 77.4 percent. Pension funds 
are designed to pay off lUbtliries over a period of time to ensure long-term stabiliiy and to make annual 
budgeting easier through more predictable cuntnhution IcwcLs. l*or responding funds, that [leriod of time 
averages to 2S.H years. 
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I'unJing level is atTcertd liy rhe average investment returns a t'utul experiences tjver a set number ot* years. 
l‘or respondents, the average numlier of x'vats used in ilic ctUculation is 5 ycjtrs. 'I'his is done rti keep employer 
coninbutiun rates more stable, as annual marker remrn fluctuam^ns would create signibcant M)ladlity'^ in rhe 
budgeting prcKcss. VC’ith the market declines m 2dt^ and the imrket and aciuanal value of fund assets 
has declined; however, iHith l-vcsir and 2(l-yt“ar retum.s repfuted by participating funds pr)mts to conrinuing 
long-term improvement m funded status. ’Hie graph Mow shows average returns for responding funds. 




*I'he following graph shows rhe market >*alue and actuarial value of assets (dark blue columns). 'The red 
column shows acruarul liability thar pensMm plans an: designed to meet over rune. The light blue columns 
project the iniprmemcnc in market assets in one vear using three scenarios: repeat of rile 1-year return (13.5 
percent). rerumK that ci^ual the reported 2n-Yetr return (H.2 pcrcait), and returns that equal the average 
re|ioricd actuariallv assumed rate of return (7.7 percent). Kssendally, this graph shows that despite short-it’im 
market declines, hinds will continue lu make progress toward funding liabilities. 
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Sources of Funding 

Inci>mtr used i<> fund pension pnigranis generally comes from three sources: member conmbuiiom. emplf>yer 
contributions and investment returns. The chart bclmv shows the pn>portion of funding provided through 
each of these sources. By far» mvesimenr retum.s arc the most signiBcunt source (66 percent^ Member 
contributions make up in percent ttf fund income, limploycr contnburions et^ual about 24 percent. These 
findings .m* consistent with other credible industry studies. Both tins smdy and mher industry studies show 
that annual fund CNpenditures and economic impact signiticaniiv exceed the annua) contributions made by the 
enipk n ers. 

Sources of Revenue 


• Member Contnbutions ■ Employer Conlnbuttons * Investment Income 



Next Steps 

This i^ri. Immiim data represents imlt a pM^rtion of tindings in the 2ni I studv. < hher areas to be mvicued 
include changes funds have made or pbn to make in ihe following areas: 

• Benefit changes 

• J^esign changes 

• Operational practices 

• (Jommunicanon and member engagement practices 

• Oversight practices. 



rhe full repon will be completed in htc i^pring 2i)U. 
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May 17, 2011 


Committee on Ways and Means 

Hearing on Transparency and Funding of State and Local Pension Plans 


To; Committee on Ways and Means ■> Hearing on Transparertcy and Funding of Slate and Local Pension Plans 

The attached comments were developed through the coordinated efforts of members of the Conference of Consulting 
Actuaries’ (CCA| Public Plans Community and are being submitted to the Committee on Ways and Means by the Steering 
Committee of the CCA Public Plans Commumty. However, these comments do not necessarily reflect the views of the 
CCA Board, the CCA's other members, or any employers of CCA members, and should not be construed as being 
endorsed by any of the aforementioned parties. 

The CCA Public Plans Community (PPC) represents a broad cross section of public-sector actuaries whose extensive 
experience with public plans provides the fromework for our response. The PPC indudes over 50 leading actuaries 
whose firms are responsible for the actuarial services provided to the majority of public-sector retirement systems. The 
following comments reflect a substantial consensus among the actuaries who provide valuation and consulting services 
to public pension plans. 

We are grateful to the Committee on Ways and Means for holding Hearings on Transparency and Funding of State and 
Local Pension Plans and inviting public-sector actuaries and others to comment on these important Issues. We are 
available to present our comments to the committee If desired. We are also grateful to the Committee on Ways and 
Means for their hard work fn striving to understand these complicated and interconnected issues. 


Pop/ Angeio, PiA. FCA. MAAA. EA {By Direcvon) 

Chair of the Public Plans Steering Committee on behalf of the 
Public Plans Steering Committee 
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Steering Committee of the Conference of Consulting Actuaries Public Plans Community ^ 
CCA PPC Comments on PEPTA 


We are writing as the Steering Committee of the Conference of Consulting Actuaries (CCA) Public Plans Community to 
present significant concerns over the Public Employee Pension Transparency Act (PEPTA). The CCA is a professional 
organization representing credentiaied actuaries, including those who work with private- and public-sector retirement 
plans. The Public Plans Community (PPC) represents a broad cross-section of public-sector actuaries whose extensive 
experience with public plans provides the framework for our response The PPC includes over SO leading actuaries 
whose firms are responsible for the actuarial services provided to the majonty of public-sector retirement systems. The 
following comments reflect a substantial consensus among the actuaries who provide valuation and consulting services 
to public plans. 

In February 2011, PEPTA was introduced in the U.S. House of Representatives (H.R S67) and the U.S. Senate (S. 347). 
While the intent of these bills is to provide more meaningful measures of state and local government pension plan 
funding, we do not believe the bills would serve this purpose On the contrary, key measures required by PEPTA would 
produce a distorted picture of public pension funding and create substantial confusion about the proper actions needed 
to address current public pension funding issues. 

Our key concern is that PEPTA introduces a new methodology that is inappropriate for measuring the contributions, 
liabilities, and funded status of public plans. The established approach currently used by public plans focuses on the cost 
of the benefits to taxpayers, and so measures pension liabilities and costs in a way that includes the effect of both past 
and future salaries and service. This approach then measures the liabilities using the expected long-term rate of return 
on plan investments, since those investment returns are a component in determining the net cost of the benefits to 
taxpayers. 

By contrast, the PEPTA approach is what some call a "Market Value of Liability" (MVLf approach. This approach differs 
from the more established approach in two ways. First, It measures public pension liabilities and funded status based 
the plan's "current liabilities" using benefits based only on salary and service to date, and ignores the effect of future 
salary and benefit accruals. Second, if discounts these liabilities using a yield curve based on U.S. Treasury securities, 
rather than what the investments are actually expected to earn. 

In effect, the PEPTA/MVL approach measures the hypothetical price at which the benefits accrued to date might be 
settled in financial markets, as if there were such a market for public pensions. Of course, public retirement benefits are 
neither tradable nor transferable, so there Is no real market value for them. So while this approach might have 
theoretical applications either for plan terminations or for purchasing annuities to provide such benefits in insurance 
markets, it is not an appropriate disclosure measure for ongoing governmental plans. This conclusion is further 
developed below. 

Key Concerns 

1) The PEPTA/MVL approach does not reflect the ongoing cost of the pension plan to taxpayers and employees but 
instead would only reflect a hypothetical market price at which the accrued benefits might be sold. To properly fund 


' TheM comments were developed through the coordinated efforts of the Cortference of Consulting Actuaries' (CCA| Public Plans Steering 
Committee and are being stibmitted to the Comminee on Ways and Means by the Steennf Committee of the CCA Pubhc Plans Community 
However, these comments do not neeessarrlv reflect the views of the CCA Board, the CCA'sother members, or any employers of CCA members, 
and should not be construed as being endorsed hy any ot the aforementioned parties- 
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their plans, decision-makers must know the long-term ongoing contributions which, when combined with current assets 
and future mvestment earnings, are sufficient to pay the benefits promised to current and future retirees. These 
contributions represent the true of the plan to taxpayers. This Is why actuarial valuations for public plans use well* 
established actuarial methods that measure liabilities using benefits based on both past and future salary and service. It 
IS also why the liabilities are measured using the expected rate of return on plan assets. 

In order to reflect the long-term costs of the ongoing plan, the plan's liabilities and costs must anticipate future 
conditions related to investment returns, salary increases, and Inflation, among other assumptions. This Is an 
appropriate approach for state and local governments which, by their nature, are long-term ongoing entities, and must 
plan for the actual cost of future payments, net of future investment returns. The PEPTA/MVL approach tries to 
determine a hypothetical market price of the pension promises made to date. While this might be useful K the plan 
were terminating, it does not provide relevant information about the ongoing cost for an ongoing plan, and so is a 
misleading measure of plan liabilities. 

2} The PEPTA/MVL approach would not be useful for measuring the plan's funded status. The simplest way to see this 
is to note that, as indicated in PEPTA itself, the MVL measure n not a basis for determining funding requirements, and so 
cannot measure how well a plan is meeting Its funding requirements. In more specific terms, use of U.S. Treasury bond 
yields as a discount rate would produce a distorted measure of the plan's funded status. When bond yields are high 
(e.g., during periods of high inflation expectations), discounting pension liabilities using U.S. Treasury bond yields would 
understate the liabilities and so make the plan appear better funded than under estabLished long-term valuation 
methods. However, this does not mean the pension plans are any healthier than shown in their actuarial reports 
Similarly, when bond yields are low (e.g., during periods of low inflation expectations), discounting using U.S. Treasury 
yields would overstate the liabilities. But this does not mean the plan is any worse off than It was when yields were 
higher. Using U.S. Treasury bond yields also introduces spurious volatility into a pension plan's Ftnancial statements that 
has little to do with the adequacy of plan funding. Consequently, this approach misrepresents the plan's long-term 
financial health, 

3) The PEPTA/MVL approach would not improve the transparency of plan reporting. We recognize the need for 
meaningful measures with regard to public pension funding. Such measures are essential for determining how much 
should be contributed to the plan, or whether the plan is making progress toward full funding. However, as we 
discussed above, the PEPTA/MVL approach would not provide meaningful measures, and in fact would produce 
misleading results regarding the funded status of public plans. Rather than improving transparency. It would create 
confusion about the proper actions needed to address the plans' actual funding issues. 

It should also be noted that the PEPTA/MVL approach is not, itself, transparent. To understand what the MVL measure 
really means, orte would have to understand the differences between the well-established long-term actuarial 
approaches and the MVL approach, and how these differences should be interpreted In evaluating the plan's funded 
status. One would also have to know how changes in U.S. Treasury bond yields have impacted the measures, and be 
able to separate out the effect of the changes in Treasury yields from the effect of any changes related to the plan itself. 
In short, the PEPTA/MVL approach does much more to cloud the issues surrounding public pension funding than it does 
to make them transparent. 

Finally one aspect of transparency that PEPTA hopes to address is to provide a consistent measure of liabilities that 
would be comparable for all plans. While we appreciate the desire for comparabilitv. the PEPTA/MVL approach does not 
achieve such comparability In any meaningful way. In particular, since the MVL is not related to plan funding, U cannot 
be used to determine how well funded one plan is compared to another. A better approach is currently being 
developed by the Governmental Accounting Standards Board (GASB). The GASB has tentatively decided to have all plans 
report their liabilities based on a single actuarial cost method, which is a widely used level cost method that reflects 
future salaries and service. 
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4) The PEPTA/MVL approach focuses on a theoretical "value'' of the benefits rather than on the actual cost to the 
taxpayers. Proponents of the MVL approach argue that it measures the true value of the benefit that the member has 
accrued. However, what it really measures is the theoretical amount an individual plan member would have to pay. in 
the absence of the pension plan, to reproduce the benefit by purchasing annuities or other low risk investments in the 
individual markets But this ignores the purpose of the pension plan Through the pension plan, taxpayers can provide 
retirement security to public employees more efficiently (at a lower actual cost) than by just buying annuities. 
Consequently, for public plans, the only meaningful measure of plan liabilities is one based on the expected actual cost 
to the taxpayer, net of investment return, rather than the theoretical value of the benefit to the member. This Is also 
why comparing the MVL to plan assets is a misleading comparison. For public pension plans, plan assets need to be 
sufficient to pay the cost of the future benefits, net of future investment returns. They do not need to be sufficient to 
pay the hypothetical costs individual members would have to pay to obtain those same benefits on their own in the 
financial markets. 

Governments provide many benefits to citizens more economically than if the citizenry were to purchase these benefits 
on their own (defense, highways, schools, etc.). There is no requirement that the government calculate the value of 
these benefits as if purchased individually outside the government Similarly, no such measure Is necessary or even 
meaningful for public pensions. 

Other Concerns 

In addition to our concerns that PEPTA would result In distorted measures of public pension funding, we have other 
concerns. 

5) PEPTA circumvents state and local government authority and undermines the Governmental Accounting Standards 
Board (GASB) in the setting of accounting and financial reporting standards for state and local governments. The 
GAS8 is the nationally recognized rulemaking body for state and local government accounting and financial reporting 
standards. It establishes and revises its standards through a process of open deliberations and input from all Interested 
parties, and is currently reviewing the accounting and reporting standards for state and local government pensions. Not 
only has (he GAS8 put considerable effort and research into their proposed changes of public pension accounting 
standards. bu( they specifically considered and rejected both the accrued benefit measure and the yield curve discount 
rate that PEPTA would impose. For the U.S. Congress to ignore the GASB's decisions would substitute a federal 
reporting requirement in place of standards developed through an Informed process of discussion and consultation by 
the nation's recognized rulemaking body for state and local governments. Moreover, given slate and local governments' 
widespread adherence to the GASB standards, any federal oversight is arguably redundant, and contrary federal 
oversight (such as PEPTA) would be confusing and misleading. 

6) At a time when governments are under enormous fiscal pressure, PEPTA would require unnecessarily higher 
expenditures on the part of the federal, stale, and local governments. To comply with PEPTA, every state and local 
government would need to have additional actuarial valuations and projections done to conform to the Act's 
requirements. This amounts to an unfunded mandate imposed on state and local governments to produce 
measurements that are neither meaningful nor useful. This is particularly problematic for sponsors of cost-sharing 
multiple employer plans These are public plans that share pension costs across ail participating employers, and 
consequently have one actuarial valuation done for the plan as a whole and not for individual employers. Also, in order 
for the federal government to collect and audit the annual reports to ensure they comply with PEPTA's provisions, the 
U.S. Treasury would have to divert current resources or hire additional employees for this purpose. 
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Conclusion 

Clearly, recent economic conditions have put significant fiscal pressure on state and local governments. Some of this 
pressure stems from higher pension contributions, mostly due to sharp investment declines in 2008*2009. As a result, 
many state and local governments are reviewing their pension plan designs to reduce benefit costs. In addition, many 
orgar>iidtions such as the GAS6, the Actuarial Standards Board, the Conference of Consulting Actuaries, the American 
Academy of Actuaries, and others are looking for ways to better communicate the risks related to the cost of public 
pension plans. 

However, for this process to be effective, the measures of public plan contributions, liabilities, and funded status must 
be meaningful. To be meaningful, they have to reflect the actual cost dynamics of the plan, which must relate to the 
way the plan 1$ funded. Established actuarial approaches used to fund public pension plans reflect the long-term costs 
to taxpayers of the ongoing pension plans, in contrast, the PEPTA/MVL measures reflect the hypothetical market price 
of pension liabilities for which there is no functioning market. Rather than providing transparency, the PEPTA/MVL 
approach would provide a volatile and distorted picture of public pension funding by focusing on the theoretical value of 
(he benefit to the member instead of its cost to the taxpayer. This would create substantial confusion about the proper 
actions needed to address current funding issues. 
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On bchult' of the more than 2. 1 million members of the Service Employees International Union, 
1 am pleased to submit the following written testimony to be included in the public record for the 
Kouse Ways and Means Subconiniiitcc on Oversight hearing on '•Transparency and Funding of State 
and Local Pension Plans.'’ 

Nurses, school employees, child protection and social service workers, librarians, higher 
education workers, highway workers, court clerks, and other essential state and local public employees 
are our neighbors, colleagues, and taxpayers in communities across our country . When they retire, 
their average pension is $1,888 per month, or $22,653 annually, al\er years of service. Many public 
employees do not receive Social Security, making their public pension plan their only source of 
retirement security aher years of hard work and dedicated service to their communities. 

Public employees make contributions to their retirement plans every pay check, with the rest of 
the payments to pension plans coming Irom investment earnings and state and local employer 
contributions. Stable and secure public pension plan.s are essential to the well-being of millions of 
hardworking Americans and retirees. Therefore, SEIU opposes H.R. 567. the f^uhlic Etnpfoytv 
Pension Transpamtey Act (PEPTA), which was discussed by the Subcommittee on Oversight at its 
hearing. This legislation has little to do with enhancing pension plan transparency and more to do with 
undermining the ability of state and local governments to manage what otherwise an; veiy reasonabK 
itindcd public pension systems. H R 567 is a threat to public pension plan solvency; ifenacted, would 
be an unnecessary tedcral intervention into stale and local fiscal accounting responsibilities; and would 
uitderminc retirement security for millions of workers across the country, providing very little useful 
information to taxpayers or bondholders. 

This written testimony further explains our reasons for opposing H.R. 567. 

First, we oppose federal regulation of how state and local government pension systems arc 
funded. IfPEFI'A were to become law. it would likely be the first lime the federal government has 
taken on the responsibility of regulating the funding of state and local pension funds. Indeed, ihca* is 
no need for federal interv'ention. Consider the following: 

* City and state governments are already making unprecedented changes to benefits and 
coniribiiiion a'qutrcmenU to improve pension system funding levels. In the past few years, 
nearly two-thirds of states have made changes to benefit levels, contribution rate siniciun;s or 
both; many local governments have made similar fixes to their plans.' 

* State and local government retirement systems are already transparent. They are alivady 
rcvpiired to report all financial data in audited, publicly available comprehensive annual 
financial reports. 

* Pension costs ai c manageable and benefit levels are reasonable. The poition of stale and kx:al 
government spending dedicated to retirement sy stem contributions is only about 3 perccnl.' 

Pan of the reason that pension costs are affordable is that public employees contribute a 
significant pririion of their annual salaries toward their future benefits — typically 5 percent to 
10 percent — to their state or local pension, and these contribution rates are being raised in many 
Slate and local governments. According to the Census Bureau, the average annual state and 


* NASRA l&sue Brief; Slate and Local Government Spending on Public Employee Retirement Systems. 
^ NASRA K&ue Brief: State and Local Government Spending on Public Employee Retirement Systems. 
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local pension bcnefii is $22,653.^ Indeed, public defined benellt plans arc vilal for providing a 

secure retirement to millions of public employees, many of whom do not receive Social 

Security benefits. 

While the bill makes a point of prohibiting any future federal bailout of state or local pension 
funds, despite the fact that no state or local peii.sion fund has ever requested any type of federal bailout 
the bill could actually increase the possibility of a future federal bailout by laying die groundwork for 
federal oversight of local and slate pension funds, f i.R. 567 would create a precedent for a federal role 
in overseeing these pension funds where no such precedent currently exists. 

Second, there is no ba.sis for requiring pension funds to use a "risk-free" rate for discounting 
the value of future liabilities. Pension systems generally use the expected value of returns on their 
investments to discount the value of future liabilities. The logic of using expected values, rather than 
the risk-free rate, stems from two related facts. First, state and local govermnents are better able to bear 
risk than individual Investors or even private sector pension systems. If the market experiences a 
downturn, slate and local pension funds can easily cover their pension obligations from the current 
funding flows combined with the sale of non-equit> assets. Moreover, city and state governments do 
not have on-going risk concerns as exist with corporations. 

Experience has shown that since 1985, actual investment returns have exceeded average 
assumptions. For the 25->ear period ended 2009. the median public pension investment return was 
9.25 percent.'* Moreover, for the year ended June 2010, this return was 12.8 percent*' 

It is worth noting that in 2006, Congress rejected this requirement for corporate pension plans 
because, just as the private sector argued, the requirements would increa.se cost and volnlility. and 
would lead to the transmission of irrelevant information. 

It is also important to note there are a host of undesirable consequences of requiring public 
funds to use a risk-free rate to value future liabilities, including unnecessarily forcing current taxpayers 
to bear a much larger share of the cost of funding retirement systems and introducing considerable 
volatility to the annual pension contribution levels that, from a budgetary standpoint, creates 
unmanageable uncertaint> . 

Third, the Government Accounting Standards Board — an independent, nonpoliticnl board of 
experts — already establishes strict accounting standards to which all slate and local pension Irmds must 
adhere. I he board is expected to propose new disclosure requirements this summer. 

Fourth, it is absolutely inappropriate and certainly a dangerous precedent to strip city and state 
goveninicnts of their ability to issue tax-exempt bonds for whal would amount to a violation of a 
nrporling requirement. First, the punishment should fit the crime in [a.\ policy as in criminal justice, 
and preventing governments from having access to the lowest cost of capital in order to enforce a 
reporting requirement is a violation of that fundamental policy tenet. Second, Uie composite efi'cci of 
II. R. 567 will likely be higlicr borrowing rates for cities and states that will ultimately shrink the total 


’ Cited in Testimony of iris J. Lav, Senior Advisor, Center on Budget and Policy Priorities. Before the House Ways and 
Means Committee Subcommittee on Oversight. Hearing ON Transparency and Funding of Stale and Local Pensions. May 
5, 20X1. 

* NASRA Issue Brief: Public Pension Plan investment Return Assumptions. 

* The Public Fund Survey. 
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amoum of spending on job-crealing capital projecis. Worse, jeopardizing state and local government 
access to tax-exempt borrowing for something as minor as violating a reporting rct|uireinent would 
undoubtedly undermine .state and local economies. 

Most importantly, the real impact of H.R. 567. if it were to become law, would be to undermine 
the retirement security for millions of workers. By inflating the real cost of providing defined 
retirement benefits to public employees— mostly teachers, firefighters and public safely workers — 
support for these olherw ise superior systems for delivering retirement benefits would undoubtedly 
wane. Wc believe the result of this legislative overreach if enacted would spell the beginning of the 
end of defined benefit pension plans In the public sector. We suspect the authors of this legislation may 
ha^e that nuicome in mind, as they try to make the public sector mimic more closely the private sector, 
where federal regulation has hastened the virtual demise of defined benefit pensions. Public sector 
defined benefit pension funds .sen'c the unique needs of public employers and employees alike, which 
differ in significant ways from those of the private sector, and we firmly believe PEPTA would be 
deiriniental to the interests of all stakeholders in the public employee retirement system, including 
taxpayers mid municipal bond investors, as well as employees and employers. 
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The Securities Industry and Financial Markets Association ("SIFMA"]’ appreciates 
the opportunity to provide comments on the transparency and funding of state and 
local pension plans. The condition of state and local pension plans is an important 
issue for participants in the $2.9 trillion municipal bond market, and we commend 
Chairman Boustany for calling this hearing. 

Our comments focus on issues raised by legislation pending in the House, H.R. 567, 
the Public Employee Pension Transparency Act of 2011. H.R. 567 would prohibit the 
federal government or the Federal Reserve from bailing out any state or local 
pension plan that was unable to meet its obligations. The bill would also require that 
pension plans make certain disclosures to the Treasury Department regarding 
funding status and other factors and mandate that the plans determine their funding 
status based on discount rates determined by yields on Treasury securities, either 
as the principal reporting method or in supplemental reports. Public employee 
pension plans would also have to report their liabilities using a uniform accounting 
standard. Those governments affiliated with plans that do not File the reports or are 
found not to be in compliance would not be able to issue tax-exempt bonds or tax- 
credit bonds during the period the plan was deemed by Treasury to be out of 
compliance. 


* The SecurHtes industry and Financial Martcets Assoctaiion iStFMAi Dnngs together the shared interests of hundreds of 
securities firms, banks and asset managers SiFMA's mission is to support a strong financiat industry, investor 
opportunity, capital formation, job creation and econon>fc growth, while building trust and confidence in the financrat 
markets StFMA. wHh offices m New York and Washington. 0 C.. Is the U S regional member of the Global Financial 
Markets Assooahon (GFMA) For more information, visit www sifma org 


Washington , New York 

1101 New York Avenue. 8!h Floor | Washington. DC 20006-4269 , P 202 962 7300 i F 202 962 7305 
www.stfrrid org www lOVdstedinamerica org 
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SIFMA supports the provision in H.R. 567 that would prohibit federal bail-outs of 
state and local pension plans. We note that we are not aware of any state or local 
pension plan seeking federal financial assistance, Indeed, the tide seems to be 
turning for some state and local pension plans. Late last month, the National 
Association of State Retirement Administrators and the National Council on Teacher 
Retirement reported that state and local pension assets at the end of 2010 were 35 
percent higher than their 2009 lows and that long-term investment returns for 
many plans exceeds projected assumptions, even accounting for weak returns 
brought about by the financial crisis and recession. Nevertheless, we feel a 
prohibition on federal bail-outs send an appropriate message to state and local 
pension managers. 

We also support the goal of H.R. 567 to promote more and better disclosure by state 
and local pension plans. However, we do not support using the tax code as the 
means to implement that policy. 

SIFMA is a strong supporter of informational transparency by issuers of public 
securities. Financial disclosure is a cornerstone of our securities markets, and 
SIFMA supports reasonable policies that promote timely and sound disclosure 
practices. While SIFMA supports better transparency and disclosure in all markets, 
we believe that rescinding the ability of state and local government entities to issue 
tax-exempt bonds is not the appropriate means to engender better pension liability 
disclosure, and the Treasury Department is not the appropriate agency to enforce 
such requirements. 

Information disclosure by issuers of securities is generally regulated by the 
Securities and Exchange Commission ("SEC"), not the Treasury Department. Two 
provisions of federal securities law limit the ability of the SEC to regulate the 
disclosure practices of state and local governments. First is tfie inclusion of 
municipal bonds as "exempt securities" (Section 3(a) of the Securities Act of 1933) 
over which the SEC has limited authority regarding issuer disclosure. Second is the 
so-called Tower Amendment (Section 15B(d) of the Securities Exchange Act of 
1934), which prohibits the SEC and the Municipal Securities Rulemaking Board 
("MSRB") from requiring states or localities to make any information filing prior to 
issuing securities. The Tower Amendment also prohibits the MSRB from requiring 
municipal securities issuers to file disclosure statements generally. 

Despite the limitations in the authority of the SEC and MSRB regarding issuer 
disclosure, regulators have taken numerous steps in recent decades to improve the 
quantity and quality of information available to municipal bond investors. 
Regulators have used their authority under the anti-fraud provisions of the 
securities laws (Section 10(b) of the Securities Exchange Act of 1934) and their 
authority over securities dealers to effectively mandate and enforce municipal 
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issuer disclosure. Primary market disclosure in the municipal market is typically 
required to be submitted to the MSRB by the broker-dealer; and broker-dealers are 
required to bind issuers contractually to produce and submit continuing disclosure 
to the MSRB. We are not advocating any changes to federal securities laws regarding 
pension disclosure by states and localities. We also do not believe that effectively 
imposing such requirements through the federal tax code would be appropriate. 

Further, municipal industry participants and regulators are already taking measures 
to improve pension disclosure practices. The SEC has sharpened its focus on state 
and local government pen.sion liability disclosure and has taken several high-profile 
enforcement actions in recent years against state and local governments deemed to 
have made incomplete or misleading disclosures regarding their pension plans. The 
National Association of Bond Lawyers is spearheading a pension-disclosure project 
to bring participants together to promote more and better information disclosure, 
with the goal of completing the project by year-end. The Governmental Accounting 
Standards Board ("GASB") — the principal accounting standards body for state and 
local governments and agencies— has also undertaken a major project to review 
pension disclosure and accounting practices and plans to release updated guidance 
in the future. We believe the GASB initiative in particular holds significant promise 
with regard to improving pension disclosures. A large number of states and 
localities are required to adhere to GASB standards regarding their accounting and 
disclosure practices, and we believe Congress should allow GASB’s efforts to take 
hold before moving legislation with regard to state and local pension disclosure. 

SIFMA looks forward to working with the Subcommittee and other interested 
members of Congress on this important issue and can provide further information if 
needed. Thank you for your time and consideration. 
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